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Dont Work Alone! 


The most approved modern tech- 
nique in all phases of corporation 
practice is what The Corporation 
Trust Company’s services make 
available for any lawyer, anywhere. 


When you are drafting a certifi- 
cate of incorporation, or set of by- 
laws, or certificate of increase or 
decrease of capital, or change of 
mame or purposes, or any other 
amendment, or papers for registra- 
tion as a foreign corporation, or 
for dissolution or withdrawal or re- 
instatement, or other corporate ac- 
tion, you have merely to ask the 
nearest office of The Corporation 
Trust Company and it will furnish 
you the precedents, outlines, forms 
and information that enable you to 
complete your work with rapidity 
and accuracy and in accord with the 
most modern technique. 


Why work without such modern, 
scientific aid? 


When an attorney has all the 
papers ready for the incorpora- 
tion of a —s or for its 
qualification as a foreign corpo- 
ration, no matter in what state 
or territory of the United States, 
or what province of Canada, we 
will take them at that point, and 
see that every necessary step is 
performed—papers filed, copies 
recorded, notices published, as 
may be required in the state; 
incorporators — their 
first meeting held, irectors 
elected, minute book opened, 
Statutory office established and 
thereafter maintained. 


If, before drafting the papers, 
you wish to study carefully the 
question of the best state for 
incorporation of your client’s 
particular business, the most 
Suitable capital set-up or the 
soundest purpose-clauses for it, 
or the most practicable pro- 
visions for management and 
control, we will bring you prece- 
dents from the very best ex- 
amples of corporation practice 
on which to formulate. your 
plans, or, if you desire, will 
draft for your approyal a cer- 
tificate and by-laws based on 
such precedents. 


If you are uncertain as to the 
necessity of a client’s qualifying 
as a foreign corporation in any 
state, we will, upon submission 
of the facts, bring you digests 
(with citations) of leading court 
decisions showing the attitude 
of each state involved on the 
kind of business transacted by 
your client. 
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Old Colony Railroad Case--Are 


Bond Premiums Income? 


By JoseEPpH D. Brapy* 


MOST unusual legal controversy is that be- 
A ween the Old Colony Railroad Company and 

the Commissioner of Internal Revenue, involv- 
ing the status, for income-tax purposes, of premiums 
on bonds sold prior to 1905 and outstanding during 
the taxable years. 


In 1928 the Circuit Court of Ap- 
peals for the First Circuit decided 
the controversy for the year 1920 
in favor of the Old Colony.t| On 
June 10, 1931, the same court de- 
cided the identical question adversely 
to the Old Colony in a case involv- 
ing the year 1921.2, And in making 
its latest decision the court appears 
to have considered it unnecessary 
to overrule its prior one, merely be- 
cause predicated on a _ different 
theory. 


The Government’s briefs, and its 
petition for a writ of certiorari in 
the 1920 case, claim that the ques- 
tion involved is one of great public 
importance. This is undoubtedly 
true as to bond premiums in gen- 
eral, but the peculiar facts of the 
Old Colony case, which apparently 
have not been fully appreciated, 
may render the question involved 
in that case one of very limited 
‘pplication to other taxpayers. 


The Question Involved 


In the last analysis, the real and ultimate question 
involved is whether the net income of the Old Col- 
ony Railroad must reflect a pro rata portion of the 


“Attorney at Law; member of Bouchard & Brady, tax attorneys, 


Los Angeles, California. 
‘Commissioner v. Old Colony Railroad Company, 26 Fed. (2d) 408. 
* Commissioner v. Old Colony Railroad Company, — Fed. 
. H,. Standard Federal Tax Service 1931, Vol. III, page 8784. 


(2d) —, 
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premiums at which its bonds were sold in or prior 
to the year 1904. 

The Circuit Court of Appeals first answered the 
question in the negative; now it gives an affirmative 
answer. In considering the ultimate question, it is 
necessary or advisable to determine the answer to 
several subordinate questions 
law. These include: 

(1) When a corporation issues 
its bonds at a premium, does it 
thereby realize gain or income with- 
in the meaning of the various rev- 
enue acts? 

(2) Does the provision of the 
various revenue acts relating to in- 
terest paid or accrued on indebted- 
ness permit the deduction of the 
entire amount which is paid to bond- 
holders as interest, or must such 
deduction reflect the elimination of 
a pro rata portion of the premium 
at which the bonds were sold? 

(3) If bond premium is gain or 
income, in what year is it taxable— 
in the year the bonds are issued 
or pro rata over the life of the 
bonds? 

(4) Does it make any difference 
in the determination of the preced- 
ing question whether the taxpayer’s 
books are kept on the basis of cash 
receipts and disbursements or on the accrual basis? 

(5) Does the fact that the premium was received 
before the effective date of the Sixteenth Amend- 
ment prevent its being reflected in net income? 


The Facts 


The Old Colony is a Massachusetts corporation. 
It kept its accounts on the accrual basis. By a lease 
dated February 15, 1893, the Old Colony leased 
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its property for ninety-nine years to The New York, 
New Haven and Hartford Railroad Company, here- 
inafter referred to as the““New Haven.” 

One of the covenants of the lease is to the effect 
that, for the purpose of making permanent improve- 
ments upon the demised property and for the pur- 
pose of discharging its indebtedness, the Old Colony, 
at the request of the New Haven, will issue and 
re-issue its bonds or stock, or both. The Old Col- 
ony further agreed that it will not issue any stock 
or bonds or create any indebtedness except in ac- 
cordance with the directions, or by the previous 
written consent, of the New Haven. 

The lease further provides that the “rent” shall 
be sums equal to dividends at the rate of seven per 
cent per annum, payable quarterly, upon the Old 
Colony’s stock from time to time outstanding. But 
as the New Haven is also obligated by the lease 
to pay interest on the Old Colony’s bonds, the “rent,” 
within the meaning of the various revenue acts, no 
doubt also includes such interest.® 

During the existence of the lease and in the years 
1895 to 1904, inclusive, the Old Colony issued, at 
premiums aggregating $199,528.08, certain long-term 
bonds which were still outstanding throughout the 
taxable year 1921. Such premiums were credited 
to a “Premium on Bond” account and remained there 
undisturbed until 1914, when the Interstate Com- 
merce Commission required the Old Colony, for the 
purpose of its reports to the Commission, to amortize 
such premiums over the periods of the respective 
lives of the bonds. For the purpose of meeting the 
requirements of the Interstate Commerce Commis- 
sion, and over its protests to that Commission, the 
Old Colony made such adjustments, and for each 
year subsequent to 1914 reported a ratable propor- 
tion of such premiums to the Commission as income. 
On its books in each year the Old Colony credited 
such proportion of the premiums to profit and loss 
account (a surplus account), and not to its income 
account. The amount so credited to profit and loss 
account for 1921 was $6,960.64. 

In 1921 the New Haven paid all the interest on 
ali the bonds of the Old Colony outstanding in that 
year. This amount was $538,920. 

In its income-tax return for 1921, the Old Colony 
included the item of $538,920 as gross income and 
also took a deduction of $538,920 as interest paid 
during the year. It did not include in gross income 
the sum of $6,960.64. 

The Commissioner, in his audit, did not disturb 
either of the items of $538,920, but he did add to the 
Old Colony’s gross income and net income the sum 
of $6,960.64. 


Discussion of the Questions Involved 
A. The Structure of the Revenue Acts 


The 1920 Old Colony case is governed by the pro- 
visions of the Revenue Act of 1918, the 1921 case, 
by the provisions of the 1921 Act. The pertinent 
provisions of these two revenue acts are substan- 
tially identical, as are like provisions of the Revenue 
Acts of 1924, 1926 and 1928. In view of this, the 

3Compare West End Street Railway Company v. Malley, 246 Fed. 


625 (1917), sr ae en 246 U. S. 671; U. S. v. Boston & Maine 
Railroad, 279 U. 32 (1929). ° 
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1921 Act will be used as the basis of this discus- 
sion. 

Section 230 imposes a tax “upon the net income 
of every corporation.” The term “net income” is 
defined by Section 232 as “the gross income as de- 
fined in Section 233 less the deductions allowed by 
Section 234.” The term “gross income” includes, 
among other items not here material, “gains, profits, 
and income derived from * * * dealings in prop- 
erty, whether real or personal, growing out of the 
ownership or use of or interest in such property; 
alsofrom * * * the transaction of any business 
carried on for gain or profit, or gains or profits and 
income derived from any source whatever.” None 
of the revenue acts expressly mentions bond pre- 
miums as an item of gross income. The total of 
all such items, with an exception not here material, 
must be included in the gross income for the year 
in which received by the taxpayer, unless, under 
methods of accounting permitted under subdivision 
(b) of Section 212, any such amounts are to be prop- 
erly accounted for as of a different period. Under 
Section 212 (b) the net income shall be computed 
upon the basis of the taxpayer’s annual accounting 
period in accordance with the method of accounting 
regularly employed in keeping the books of such 
taxpayer, but if the method employed does not clear- 
ly reflect the income, the computation shall be made 
upon such basis and in such manner as in the opin- 
ion of the Commissioner does clearly reflect the in- 
come. 

Section 234 (a) provides that “in computing the 
net income of a corporation * * *. there shall be 
allowed as deductions: * *-* (2) All interest 
paid or accrued within the taxable year on its in- 
debtedness, * * *.” 

It is clear, from the very structure of the Rev- 
enue Act of 1921, that no item can be reflected or 
included in net income unless there is authority for 
its inclusion in gross income. Bond premiums are 
not specifically mentioned in the statutory definition 
of gross income; therefore they may be included in 
gross income only if they are “gains or profits and 
income.” 


B. Analysis of the Contentions and Decisions in 
the Old Colony 1920 Case 


In the 1920 Old Colony case the Government 
claimed the right to increase the taxpayer’s gross 
and net income on the theory that the receipt 
of bond premiums constituted gain or income, 
which, in the case of a taxpayer on the accrual basis, 
should be prorated or amortized over the life of 
the bonds. This theory, of “gain or income,” was 
stated by the Government in the following lan- 
guage :* 

The gain realized by the obligor on bonds issued at a 
premium is a gain “derived from * * * dealings in 
property, * * growing out of the ownership or use 
of or interest in such property”; it is a gain resulting from 
“the transaction of any business carried on for gain or 
profit”; it is certainly an item of “income derived from 
any source whatever.” 

Neither the Board * nor the Circuit Court of Ap- 
peals ® decided whether bond premium is “gain or 





* Government’s 1920 Circuit Court of Appeals brief, page 11. 
56 B.T.A. 1025 (1927). 
* Note 1, supra. 
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income.” Both tribunals, however, rejected the Gov- 
ernment’s contention that the premium must be 
amortized for income tax purposes. 

The Board reached its conclusion with respect to 


amortization by a process of reasoning stated by it 
as follows (p. 1027): 


* * * The amortization of the premium on the bonds 
may be desirable and may be material in keeping accounts 
for rate-making purposes, but at most it.is a matter of 
accounting and can not give rise to income where no 
transaction has occurred during the taxable year with 
reference to the sale, purchase, or payment of the bonds. 


This was obviously a very broad statement. It 
was not limited, as it could have been, to bonds is- 
sued prior to the effective date of the Sixteenth 
Amendment, and it was susceptible of application to 
bond discount.’ 

The Circuit Court of Appeals, however, predi- 
cated its decision, affirming that of the Board, on 
a much narrower and restricted basis. The court 
said (p. 410): 


If it be assumed that the premiums received in 1904 
and prior thereto were income, can they be said to be 
taxable income “for the taxable year in which received 
by the taxpayer” (Section 213 (a), “which should be pro- 
rated or amortized over the life of the bonds’) Article 
544, Reg. 45, 2 (a). It seems to us that the answer to 
this question disposes of the case, and that the answer 
must be in the negative. The premiums, when received, 
were treated and used as capital. They were not received 
in 1920, the tax year in question, but some 16 or more 
years prior thereto. At that time there was no Federal 
statute imposing a tax upon incomes and no provision of 
the Constitution giving Congress power to lay or collect 
taxes on incomes without apportionment, which the Rev- 
enue Act of 1918 unquestionably does. It is not to be 
presumed that Congress by the act of 1918 intended to 
tax the whole or any part of the premiums on bonds re- 
ceived prior to February 25, 1913, whether the life of the 
bonds extended into a taxable year subsequent to Feb- 
ruary 25, 1913, or not, as it was beyond its power to do 
so at the time they were received. 


But the Government was not satisfied with the 
decision of the Circuit Court of Appeals and peti- 
tioned the Supreme Court for a writ of certiorari, 
which was granted.* Later, however, the Supreme 
Court dismissed the case on the Government’s mo- 
tion, the record being insufficient.® 


C. Analysis of the Contentions and Decisions in the 
Old Colony 1921 Case 


After the decision of the Circuit Court of Appeals 
in the Old Colony 1920 case was rendered, the Gov- 
ernment decided to abandon the theory that bond 
premium is “gain or income,” a theory which is 
expressly adopted in all of the Regulations begin- 
ning with Regulations 45 under the Revenue Act of 
1918 and continuing to Regulations 74 under the 
Act of 1928.1° This abandonment was stated by 
the Government in the following language :** 


Article 545 of Treasury Regulations 62 treats a premium 
received on the issuance of a corporation bond as gain 
or income. In reality, however, it is not income any more 


*Compare Chicago, Rock Island & Pacific Railway Co., 13 B.T.A. 
988, 1029 (1928), where the Board refers to its statement in the Old 
Colony 1920 case as being ‘“‘merely dicta.” 

*278 U. S. 592 (1928). 

®279 U. S. 876 (1929). ‘ : 

” Article 544, Regulations 45; Article 545, Regulations 62, 65 and 69; 
Article 68, Regulations 74. Compare’the statement in the opinion of the 
court in the Old Colony 1921 case, that “It may be true that the regu- 
lations of the Treasury Department (see Article 332 of Regulations 74) 
are so framed as not to provide for amortization of premiums,” etc. 
This is, of course, an incorrect statement and illustrates the confusion 
of thought which is apparent throughout the entire opinion. 

4 Government’s 1921 C.C.A. brief, page 22. 
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than the receipt of borrowed money is income. It is, as 
we have shown, nothing more than a lump payment of 
money which is to be repaid in installments in the form 
of excess interest running over the life of the bonds. 

Having made this admission, the Government 
shifted to the newly developed theory that the sec- 
tion of the Revenue Act of 1921 which specified the 
allowable deductions from gross income did not per- 
mit the deduction of the full amount which the 
bonds denominated as interest, in the case of bonds 
which had been issued at a premium, but limited 
such deduction to the so-called “effective or true 
interest rate.” 


But the Government did not follow this new the- 
ory to its logical conclusion. Had it done so, it 
would have contended for the elimination, from the 
amount to be deducted, of that portion of the “nom- 
inal interest” paid, which it claimed represented a 
return of capital. The Government sought, as in 
the 1920 case, to include the pro rata portion of the 
premium in gross income, not because it is income— 
for the Government claims it is not—but because 
it— 
is properly treated as income only for the purpose of off- 
setting year by year that part of the excess interest which 
represents a return of premiums and which the bonds 
have been made to carry.” 

The Board of Tax Appeals rejected the new the- 
ory and decided in favor of the Old Colony on the 
authority of the decision of the Circuit Court of 
Appeals in the 1920 case.” 

The Circuit Court of Appeals, however, upon re- 
view, decided in favor of the Government.’* The 
court’s opinion is not as carefully prepared as the 
importance of the case warrants.° Although the 
court seems to regard premium as “profit” it never- 
theless appears to have accepted the Government’s 
theory that the interest deduction should be reduced 
“by deducting the proportionate part of a gain on 
the sale of bonds.” In other words, the court’s opin- 
ion assumes that bond premium is income and then 
decides, in effect, that it is not income. 

Even if it should be conceded that bond premium 
is not, in its nature, gain or income, and that Con- 
gress can not make it so,’* it does not necessarily 
follow that a taxpayer which has outstanding bonds 
issued in a prior year at a premium may not deduct 
the full amount which it pays to its bondholders as 
interest. This is because “What is income is con- 
trolled by the Constitution, while deductions are a 
statutory concept.”?’ 

A fortiorori, if the court is right in regarding bond 
premiums as gain, then it would seem inevitably to 
follow that the court is wrong in its conclusion that 
the Old Colony is not entitled to deduct from gross 
income the entire amount which it paid to its bond- 
holders as interest in the year 1921. 


D. Are Bond Premiums Income? 


Are bond premiums gain or income within the 
meaning of the various revenue acts? It would 
seem that it is now far too late for the Government 


2 Government’s 1921 C.C.A. brief, page 22. 

3318 B.T.A. 267 (1929). 

14 Note 2, supra. 

4% Compare note 10, “oe. 

18 Compare Eisner v. Macomber, 252 U. S. 189, 206 (1920). 

1% Chicago, Rock Island & Pacific Railway Co., 13 B. T. A 
page 1029. 
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to suggest for the first time that the various rev- 
enue acts, at least beginning with that of 1921, have 
not regarded bond premiums as income. This is 
hardly less clear to anyone familiar with the rules 
of statutory construction than if the statutes them- 
selves had expressly and specifically named bond 
premiums, together with interest, dividends, rents, 
and the like, as an item of gross income. The Treas- 
ury Department, in Regulations 45 under the 1918 
Act, stated (Art. 544): 

(2) (a) If bonds are issued by a corporation at a pre- 

mium, the net amount of such premium is gain or income 
which should be prorated or amortized over the life of 
the bonds. 
The Congress that enacted the Revenue Act of 1921 
knew of this regulation. If, in the opinion of that 
Congress, the Treasury Department was wrong in 
regarding bond premium as income, it would un- 
doubtedly have made express provision with respect 
thereto in the new act. But it did not do so. On 
the contrary, it re-enacted without change the very 
language of the 1918 Act which had been thus con- 
strued. Under a well-established rule of statutory 
construction (which the Government has in numer- 
ous tax cases used to advantage) such re-enactment 
amounts to an implied legislative recognition and 
approval of the executive construction of the stat- 
ute.® Of course, this would not foreclose a tax- 
payer if bond premiums are not “income” within the 
meaning of the Sixteenth Amendment.’® But can 
it be said that bond premiums are so clearly some- 
thing other than “gains or profits and income” that 
Congress cannot constitutionally call them such? 
Mr. Justice Holmes, in his dissenting opinion in 
the stock dividend case,”® suggested that the word 
“incomes” in the Sixteenth Amendment should be 
read in “a sense most obvious to the common under- 
standing at the time of its adoption.” Applying this 
rule in the light of accounting practice, it would 
seem indisputable that a corporation receiving a 
bond premium realizes a gain. This is perhaps more 
readily apparent in the case of a corporation on the 
cash basis.2". Such a corporation issues its $1,000 
bond at 105. It debits Cash in the amount of $1,050, 
credits Bonds Payable with $1,000 and an income 
or surplus account with $50. And entirely aside 
from accounting practice, it is clear that bond pre- 
miums are income. The corporation in the case 
cited, has received $1,050, to use as it sees fit, and 
is indebted only to the extent of $1,000. Certainly 
the $50 premium is not a loan, as the Government 
contended before the Circuit Court of Appeals. 


In Fall River Electric Light Company, decided May 
13, 1931,?* the Board of Tax Appeals held, two mem- 
bers dissenting, that bond premium is income. The 
Circuit Court of Appeals, in its decision in the Old 
Colony 1921 case, rendered June 10, 1931, makes no 
reference to the Fall River case and it is quite prob- 
able that the court was unaware of its existence. 





18 National Lead Co. v. U. S., 252 U. S. 140, 146 (1920); Lash’s 
Products Co. v. U. S., 278 U. S. 175 (1929). 

19 Eisner v. Macomber, note 16, supra. 

20 Eisner v. Macomber, note 16, supra. 

2 The basis upon which books are kept has, of course, no bearing 
on the question whether a specific item is ‘gain or profit and income. 
The basis determines only the time at which an item of income shall be 
included in gross income or a deduction shall be allowed. 

2223 B.T.A. $68. 
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E. What Is the Amount Deductible from Gross 
Income As Interest in the Case of Bonds 
Issued at a Premium? 


We have noted above, in considering the struc- 
ture of the revenue acts, that the Act of 1921 pro- 
vided for the deduction from gross income, in 
computing net income, of “all interest paid or ac- 
crued within the taxable yearon * * * indebted- 
ness.” What does this mean as applied to bonds 
issued at a premium? The Government suggests 
that this does not mean the entire amount paid to 
the bondholder as interest (which the Government 
taxes to the bondholder as interest **) but embraces 
only the so-called “effective interest” or interest at 
the rate that would have been payable had the bonds 
been issued at par.** In other words, the Govern- 
ment contends that the interest paid by the Old 
Colony is in reality of two kinds, “effective interest” 
and “excess interest,” and that interest of the latter 
class is in fact not interest at all, and, consequently, 
is not deductible.** 

The determination of this question is not goy- 
erned by economic or accounting theories as. to 
“effective interest” and “excess interest”; it depends 
entirely on what Congress intended by the provision 
for the deduction of “all interest paid or accrued 
* * * on * * * indebtedness.”?® Words used 
by Congress are to be taken in their ordinary sense.” 
“Interest on indebtedness” has a definite and well 
accepted meaning as “the compensation allowed by 
law or fixed by the parties for use, or forbearance, 
or detention of money.”?® There is nothing in any 
of the revenue acts to indicate that Congress had in 
mind only “effective interest” or that it intended to 
allow the obligor a deduction for only a part of the 
payment which it taxed to the obligee as income 
in its entirety. On the other hand, the very fact 
that Congress clearly regarded bond premiums as 
gain, would indicate that it intended to allow a de- 
duction for the entire amount paid as interest, as 
otherwise the net deduction for interest would be 
less than the cost of the money. 

Another rule of construction which compels the 
conclusion that Congress did not intend to limit 
the interest deduction to so-called “effective interest” 
and to exclude the so-called “excess interest,” is 
expressio unius est exclusio alterius, for it will be 
noted that the provision in the 1921 Act for deduc- 
tion of interest expressly excepts interest on indebt- 
edness incurred or continued to purchase or carry 
certain tax-exempt securities.”® 

It would seem that the Government’s latest the- 
ory, discovered only after more than a decade of 
administration of the revenue laws, is of the type 
which Mr. Justice Sutherland had in mind in Lynch 
v. Alworth Stephens Co.,3° when he said: 


23 Compare New York Life Ins. Co. Edwards, 271 U. S. 109 (1926), 
where a purchaser of bonds was donde the right’ to amortize premiums 
which it paid. 

24 Government’s 1921 C. C. A. brief, page 23. 

23 Compare the Fall River case, note 22, supra. 

*6 Compare Weiss v. Wiener, 279 U. S. 333 (1929), where the Supreme 
Court said: “The income tax laws do not profess to embody perfect 
economic theory. They ignore some things that either a theorist or a 


business man would take ,into account in determining the pecuniary 
condition of the taxpayer.”’ 

7 U. S. v. Isham, 17 Wall. 496 (1873). 

pol sy River Electric Light Co., 23 B.T.A. 168, 171, and cases cited— 
(1931 

29 Section 234 (a) (2). 

30267 U. S. 364 (1925). 
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* * * And the plain, obvious and rational meaning 
of a statute is always to be preferred to any curious, nar- 
row, hidden sense that nothing but the exigency of a 
hard case and the ingenuity and study of an acute and 
powerful intellect would discover. 

The Board in the Fall River case, supra, rejected 
the Government’s interest theory. 


F. Assuming Bond Premiums Are Income, Are 
They Taxable Entirely in the Year of Sale or 
Pro Rata Over the Life of the Bonds? 


In the Fall River case, supra, the Board held that 
the premium should be spread over the life of the 
bonds. The taxpayer kept its books in accordance 
with a “Uniform System of Accounts for Gas and 
Electric Companies” prescribed by the Department 
of Public Utilities of Massachusetts. Under that 
accounting system the taxpayer had the option of 
spreading the premium over the life of the bonds 
or deferring its extinguishment until the maturity 
of the obligation. The taxpayer had elected to defer 
the extinguishment, but the Board agreed with the 
Commissioner that this did not clearly reflect the 
income. 

In the light of the implied legislative approval of 
the Treasury Regulations requiring amortization of 
bond premiums, and of the express legislative ap- 
proval of the accounting system which also requires 
their amortization, it would seem clear that Con- 
gress intended that taxpayers on the accrual basis 
should amortize bond premiums for income-tax pur- 
poses. But if bond premium is gain or income, it 
may well be urged that it is gain or income for 
the year in which the bonds are sold and the pre- 
mium is received. If this be so, there may be a 
very serious question of constitutional law as to 
whether Congress can tax as income for one year 
a part of that which was actually received as income 
ina prior year. If Congress has no such power, under 
the Constitution, then corporations which are amor- 
tizing bond premiums for income-tax purposes need 
not do so. Of course, Congress could remedy such 
a defect for the future by limiting the interest de- 


duction to the “effective rate,” but it has not done 
SO. 


In the Fall River case, supra, one member dis- 


sented on the ground that the premium was income 
to be reported in 1925, the year the bonds were 
sold. But he did not indicate whether the basis of 
his conclusion was statutory or constitutional. 


G. Cash Versus Accrual Basis 


Assuming bond premiums are income, which, in 
the case of a taxpayer on the accrual basis, must 
be amortized, how must such premiums be treated 
by a taxpayer on the cash basis? This is probably 
a comparatively unimportant inquiry, as most cor- 
porations of the type that sell bonds at a premium 
probably keep their accounts on the accrual basis. 
But it would seem that, on the cash basis, the pre- 
mium should be reported in full in the year received ; 
otherwise there would be no difference in this re- 
spect between these two systems of accounting, both 
of which are recognized by the revenue acts. Of 
course, this would distort the income over a period 
of years, but such a result is not an uncommon 


incident of the cash basis. (Compare Burnet v. San- 
ford & Brooks Company, decided by the Supreme 
Court, January 5, 1931.%) 

, The Regulations requiring amortization do not 
differentiate between the two systems of account- 
ing, but the Government’s briefs in the two Old 
Colony cases lay great stress on the fact that the 
taxpayer’s accounts were kept on the accrual basis. 


H. Status of Bonds Issued at a Premium Prior 
to the Sixteenth Amendment 


Assuming that bond premium is gain or income, 
which must be amortized in the case of bonds issued 
since the Sixteenth Amendment, and that this amor- 
tization, for income-tax purposes, is to be accom- 
plished by including a pro rata portion of the 
premium in gross income, rather than by reducing 
the deductible interest, there remains for considera- 
tion the status of premiums on bonds issued prior 
to the Sixteenth Amendment. Here again we have, 
in the first instance, a problem of statutory con- 
struction. The Regulations have never expressly 
embraced premiums on bonds issued prior to the 
Sixteenth Amendment. It can hardly be said, there- 
fore, that an intent to tax such premiums may be 
implied from the Revenue Act of 1921 under the 
legislative adoption rule. The Supreme Court has 
often held that “a statute must be construed, if 
fairly possible, so as to avoid not only the conclu- 
sion that it is unconstitutional but also grave doubts 
upon that score.”*! Applying that rule, it would 
seem that we must revert to the decision of the Cir- 
cuit Court of Appeals in the 1920 Old Colony case, 
where the court held that it was not to be presumed 
that Congress intended, by the Act of 1918, to tax 
such premiums.*? 


I. The Old Colony Case Is a Poor One for Test 
Purposes 

There is undoubtedly a large amount of bonds 
outstanding which were issued at a premium. But 
it is very probable that only a negligible portion of 
these bonds were issued prior to the Sixteenth 
Amendment by non-operating, lessor companies such 
as the Old Colony. Consequently, while the final 
determination of the Old Colony litigation will nec- 
essarily establish a principle of wide and general 
application, if such determination is in favor of the 
Government’s latest contentions, a decision in favor 
of the Old Colony could, and probably should, be 
rested on grounds peculiar to the facts of that case, 
which would very greatly restrict its application 
to other taxpayers. The Fall River case, supra, would 
seem to be a much better case to test the tax status 
of bond premiums, as the bonds in that case were 
issued in 1925 by an operating company. 

The Circuit Court of Appeals, in its opinion in 
the 1921 case,** makes no reference to the fact situ- 
ation created by the lease of the Old Colony’s prop- 
erty to the New Haven—a situation which, it would 
seem, might well require a decision in favor of the 
Old Colony, even assuming that, in the absence of 

(Continued on page 344) 
a5 S. Ct. 150. 
31 Baender v. Barnett, 255 U. S. 224 (1921). 


32 Note 1, supra. 
33 Note 2, supra. 





















































































































































































































































































































































































































































































































































































































































































































Practical and Legal Aspects of 
Business Insurance Trusts 


By ApoLpHus E. GRAUPNER * 


HILE business life insurance trusts are 
\ \ created for a variety of purposes, it is the in- 
tent herein to deal only with Stock Purchase 
Trusts, as they are commonly used to acquire the 
holdings of a stockholder in a close corporation at 
his death, and Partnership Liquidation Trusts, in- 
tended to liquidate the partnership on the death of 
a member by permitting the survivors to acquire the 
interest of the deceased. 


Benefits Asserted for Business 
Insurance Trusts 


Trust companies, life insurance 
companies, and many writers on 
the subject have urged the use of 
corporation and partnership insur- 
ance trusts. The creation of such 
types of trust has been represented 
as being simple and certain. Forms 
of trust agreements have been broad- 
casted by banks and insurance com- 
panies. The possibility that a form 
legal in one state may not apply in 
another state has been suggested, 
but generally has received little at- 
tention. Therein lies the danger to 
the trustors, the trustee, the under- 
writer and the estate of the de- 
ceased. 

There is no doubt that many of 
the proclaimed practical benefits of 
the business trust are advantageous. 
However, we should not confuse 
the desirability of such a trust with 
its legality. There is always doubt as to the le- 
gality of the method to be adopted until it has been 
carefully checked against the facts involved, the ob- 
ject sought to be accomplished, and the laws of the 
state within which the trust is to be created. 


Practical Conditions 


In creating an insurance trust, the plan proposed 
must be practicable, workable and legal. It may well 
be that, to make the trust agreement meet the re- 
quirements of the law, the instrument will be so 
complicated and lengthy that the underwriter can- 
not sell his insurance or the trust company will not 
accept the trust. This is because there are always 
four parties whose rights must be considered, viz.: 
the life insurance underwriter (and the companies 


he represents), the stockholders (or partners), the. 


trustee, and the estate of the decedent. 


The underwriter is generally the instigator of such 
trusts. His duty is to survey the problem to be met, 


* Of the California Bar, San Francisco, California. 
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to know the type and amount of insurance to be 
written and to appreciate the applicability of a trust 
agreement. His reputation and opportunity to write 
further insurance are at stake and, moreover, he 
bears an ethical relationship to the proposed trus- 
tors. 

The stockholders, or partners, who have been in- 
duced to take steps toward entering into a trust 
agreement should be made to under- 
stand the purpose and scope of the 
agreement and the insurance policies 
before the agreement is signed. 
This duty will fall upon the under- 
writer and the trust officer, possibly 
assisted by the trustors’ attorney. 

The trustee should neither advise 
the execution of a trust agreement 
nor accept trusteeship unless the 
agreement is capable of strict per- 
formance, is legal, and relieves the 
trustee from liability on completion 
of performance. 

The estate of the deceased stock- 
holder or partner should be pro- 
tected by the trustee and the trus- 
tors. In turn, the trustors should 
each arrange by their wills to effect 
the transaction contemplated by the 
trust agreement and perfect the 
title of stock or interest to be trans- 
ferred to the survivors. This will 
free the trustee and avoid possible 
complications. 

Secondarily, but of almost equal 
importance, there are other parties 
to be considered—creditors. This affords an oppor- 
tunity for the life insurance underwriter who may, 
by insurance, aid in disposing of the creditors of 
the corporation or partnership and provide liquid 
assets fully to meet the personal liabilities of the 
deceased: Such insurance is a benefit to all the 
parties mentioned. 


Generally Essential Elements of a Trust 


In the creation of any trust, care must be taken 
to see that the trust instrument (1) expresses a clear 
intent to create a trust, (2) describes the property 
to be held in trust, (3) creates a trustee, (4) desig- 
nates a beneficiary, (5) vests title in the trustee, (6) 
prescribes a legal term for existence of the trust, and 
(7) designates a purpose for which a trust can be 
lawfully created. 

The trustee should be given a legal title to the 
property conveyed in trust. If such a title is not 


1The Preparation of Wills and Trusts, Remsen (2nd Ed.) 251, Chap. 
XXII, Sec. 2. 
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given by express terms, or cannot be implied, there 
can be no express trust.? There is a general rule that 
the right to sell being granted, the authority to con- 
vey title is carried with the grant by implication.’ 
However, the local statutes regulating the creation 
of trusts, like the ancient “Statute of Uses,” will con- 
trol and should be carefully studied. Where the 
grant in trust contains a multiplicity of reserva- 
tions, which indicate the lack of intent to make a 
present transfer of title to the trustee, such as may 
be found in many of the insurance trust forms, the 
title of the trustee will be insufficient to enable it 
to pass legal title. 


Essentials of a Business Trust 


Authors upon the subject of business insurance 
trusts seem to agree upon certain provisions as 
necessary to a trust agreement, viz.: 

a—A responsible trust company should be selected 
as trustee. 

b—The fulfillment of the trust should be through 
life insurance, the policies for which should be 
payable to and deposited with the trustee. 

c—In the case of a corporation, the certificates of 
stock should be held by the trustee. 

d—The shares deposited by the surviving stockhold- 
ers should be returned to them by the trustee 
after death of their fellow in interest. 

e—A method of valuation of the shares of stock or 
partnership interest should be provided. 

i—The estate of the deceased stockholder or partner 
should be reimbursed for the premiums paid by 
him on the lives of his fellows. 

g—Permission should be granted to permit borrow- 
ing on the security of the shares of stock and on 
the cash value of the insurance policies by any 
of the trustors. 

h—Provision should be made for completion of the 
purchase of the decedent’s interest, where the 
amount of the insurance is insufficient. 

i—Provision should be made to pay the surplus, 
where the insurance is more than adequate, to the 
survivors, or the corporation or partnership. 

j—Each of the parties should be assured that the 
proceeds of the policies of his life will go to his 
estate as payment for the shares or interest he 
is proposing to sell. 

k—There should be a clause permitting the amend- 
ment of the agreement. 

|—The trust should be made terminable or revoca- 
ble upon agreement of the parties thereto. 


There are other provisions which are considered 
important and advisable. No attempt will be made 
to list them, for they are too numerous. The essen- 
tials listed above will be sufficient for reference. 


The Trustee 


In advocating the selection of a trustee, writers 
state that the trustee should be “a responsible trust 
company,” “a competent trust company,” “an expe- 
rienced trust company,” etc. If the variety of de- 
Scriptive adjectives is intended to mean a trust 


company which gives careful scrutiny to the pur- 
2 The Preparation of Wills and Trusts, Remsen (2nd Ed.) 257, Chap. 
XXII, Sec. 8; 26 R. C. L. 1192, Section 29. i 
. Young v. Bradley, 101 U. S. 787, 25 L. Ed. 1044; Morfew v. S. F. 
& S. R. Co., 107 Cal. 587, 595, 40 Pac. 810. 
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poses of a trust, the adequacy of the agreement to 
accomplish the purposes, the proper issuance and 
form of the insurance policies, and the legality of the 
entire transaction, as well as a trust company that is 
sound and reputable, then the stress upon the class 
of trustee to be appointed is well advised. 


Life Insurance as a Method of Financing 


Examination of a large number of forms for the 
creation of life insurance trusts discloses a wide 
variety of methods for providing insurance to meet 
the purchase price. Quotations from a few such 
forms will be presented for comment, viz.: 


Each of the parties of the first and second parts (the two 
stockholders of a close corporation) have caused the other’s 
life to be insured * * * and caused said policies to be made 


payable to the party of the third part (a trust company) as 
trustee. 


Whereas, the Company has insured the lives of the major- 
ity stockholders and has designated the Trustee as beneficiary 
in such policies of insurance described in Schedule A, here- 
to attached, and made a part hereof, and has delivered such 
policies to the Trustee. 


Whereas, the party of the first part has caused a policy or 
policies of insurance to be issued upon the life of the party 
of the second part * * * payable to the Trust Com- 
pany of New York as Trustee. 

Policies of insurance have been issued on the lives of the 
partners, pursuant to their application. * * * 

Policies taken out on the life of the Trustor John Doe 
and deposited hereunder by the Trustor Richard Roe. 

The quotations above are taken from forms is- 
sued by trust companies and insurance companies 
having their principal places of business in five dif- 
ferent states. More could be quoted, but the five are 
sufficiently typical. 

All of the forms quoted imply, if they do not state, 
that the trustee is the contemplated beneficiary. The 
language of each indicates that it is expected that 
the policies are to be issued in the name of the 
trustee and. delivered before the trust agreement is 
executed. While the trust company may be existent 
as a corporation, nevertheless it cannot be a trustee 
for anything before it is appointed. 

This situation has ben admirably treated by an 
authority on the legal difficulties surrounding life 
insurance trusts* when he says: 


Three steps and documents are necessary to create them 
(insurance trusts for partnership or corporate liquidation) : 
1. Agreement between partners or co-stockholders. 2. 
Trust agreement. 3. Insurance policy. They must be pre- 
pared in the order stated. 


With regard to a proper description of the trustee 
beneficiary in the policies of life insurance, the same 
author says: 

There must be proof that a trust has been created, that 
it now exists, that the insurance is a part of it, and that 
the trusteeship has been accepted. If the trusteeship was 
not identified, by date of instrument, say, a secondary ques- 
tion exists, viz.: identity of the present trust with that 
existing when the claimed trustee was made beneficiary of 
the policy. Nothing is gained by omitting the trust de- 
scription. There must be a trust in existence and if there 
is, it may as well be described and thus save identifying 
when the time comes to pay. 

To avoid possible litigation and diversion of the 
insurance the trustee should be created before the 
policies of insurance are written or assigned. The 
policies or assignments should describe the trust by 
number, date, or in some other manner which will 








*Guy B. Horton, Esq., Trust Companies Magazine, February, 1930. 
See also Wills, Trusts and Estates by James P. Madden, 128, 135. 
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permit positive identification of the trust and appli- 
cation of the policies to the trust. Furthermore, the 
policies or the assignments thereof should bear date 
subsequent to the date of execution of the trust 
agreement. 

Where existing policies of insurance are to be 
transferred to a business life insurance trust great 
care must be exercised in selecting and carrying out 
the method of transfer.’ One who is familiar with 
life insurance law and practice should be consulted 
before any of the three available methods—assign- 
ment, change of beneficiary, or rewriting the policy 
—is adopted. 





Should Title Be Transferred to the Trustee 


Discussion of this topic must of necessity involve 
the consideration of the “Essentials of a Business 
Trust” listed above, and, in addition, other provisions 
not enumerated. 


Partnership Trusts 


Forms for partnership trusts provide various 
methods to accomplish their intended purposes. The 
following are some of the provisions: 


1—Where the surviving partner agrees and is ob- 
ligated to purchase the interest of the deceased part- 
ner, the trustee agrees to pay over all or sufficient 
money received on the policy on the life of the de- 
ceased to his executor or administrator, and the 
agreement provides that the executor or administrator 
of the deceased partner, upon receipt of the purchase 
price, shall execute and deliver to the survivor a re- 
ceipt for the purchase price, a waiver of the rights 
of accounting by said survivor, and instruments of 
conveyance of all right, title and interest of the dece- 
dent in the co-partnership. 

2—The deposit of a release of interest in the part- 
nership by each of the partners with the trustee, 
the payment by the trustee of the insurance on the 
life of the deceased partner to his executor or ad- 
ministrator and the trustee taking from such execu- 
tor or administrator such releases or receipts as shall 
be required by the trustee or surviving partner, and 
delivering to the surviving partner the release of 
interest executed by the deceased and the executor 
or administrator. 

3—An agreement that on the death of one partner 
there shall be no obligation on the part of the sur- 
vivor to account for or to liquidate and pay over 
to the estate of the deceased his interest in the part- 
nership assets but that such interest is vested solely 
in the survivor, who assumes all partnership liabili- 
ties. The trustee is to collect the insurance on the 
life of the deceased and pay the same to the estate 
of the deceased, or to the trustee of an estate trust 
or some designated beneficiary. 

Some of the trust agreements of the types de- 
scribed, provide that should the legal representative 
of the deceased fail to make conveyance to the sur- 
vivor, the trustee shall pay the receipts of the insur- 
ance policy on the life of the deceased to such 
survivor. 

Partnership agreements to pass to the surviving 
partner all of the partnership property and business 





5 Mutual Benefit Life Insurance Co. v. Clark, 81 Cal. App. 546; Mutual 
Benefit Life Insurance Co. v. Swett, 222 Fed. 200; Schoenholz v. New 
York Life Ins. Co., 234 N. Y. 24, 136 N. E. 227 
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on the death of one of the partners have been upheld 
by the courts of Massachusetts,* New York,’ Penn- 
sylvania,*» Texas,® California’? and by the United 
States Circuit Court of Appeals in interpreting the 
Missouri statutes."! The latest of these decisions was 
in 1919, before insurance trusts came into vogue and 
none involve partnership liquidation trust agree- 
ments, the terms of which may well produce different 
adjudication. 

On the other hand the courts of Rhode Island” 
and Mississippi™® have held such agreements testa- 
mentary in character and therefore invalid. In Illi- 
nois'* where a joint policy on the lives of two part- 
ners in the amount of $5,000 was taken out, payable 
to the widow of the partner first to die, and mutual 
wills were made, each bequeathing the partnership 
interest to the other, the widow of the deceased 
partner renounced the will and asserted her dower 
rights. At the time of the partner’s death the busi- 
ness was worth $70,000. The court set aside the 
testamentary disposal of the partnership interest be- 
cause the sale price was hopelessly inadequate and 
permitted the insurance to become a partnership asset. 


The examples cited will indicate the differences 
between the laws of the states and the possibility 
of great complication in an attempt to use a Massa- 
chusetts form in one state or a New York form in 
another. Because the writer is a resident of Cali- 
fornia, he will attempt to test some of the provisions 
referred to by the laws of his state. Similar tests 
may apply to the laws of other states. At least, they 
will indicate the necessity for legal study of such 
forms in many other states, before the forms are ap- 
proved by trust officers or attorneys or used by life 
insurance underwriters. 

There are distinctions between attempting to dis- 
pose of a partnership interest and shares of stock 
in a corporation, viz.: 1. Because the partnership in- 
terest is not represented by certificates of stock, but 
is personal to a partner and cannot be transferred 
without dissolving the partnership ;° 2. Because the 
partnership terminates on the death of one of its 
members ;'® 3. Because the interest of the decedent 
partner must be included in his estate and the sur- 
viving partner is required to settle the affairs of the 
partnership without delay and account to the execu- 
tor or administrator ;"7 4. Because any proceeds paid 
to the surviving partners, as well as the assets of the 
partnership may be subject to the claims of the cred- 
itors of the deceased partner.’® 

It would thus appear that the partners cannot 
make a present and absolute transfer of their respec- 
tive interests to a trustee and have a partnership 
remain. The basic defect of a trust agreement which 
provides for the holding of a release of interest by 





6 Murphy v. Murphy, 217 Mass. 233, 104 N. E. 466. P 

7 Matter of Columbia Trust Co., 169 App. Div. > In re Mildrumn's 
Estate, 117 N. Y. Sup. 563; Matter of Orvis, 166 ae . 126. 

8In re Eitsenlohr’s Estate, 258 Pa. 431, 102 hh 117; Kaufman v. 
Kaufman, 222 Pa. St. 58, 70 Atl. 956. 

® Grant v. Reed, 24 Tex. 46, 76 Am. Dec. 94. 

1 Rankin v. Newman, 114 Cal. 635, 46 Pac. 472, 34 L. R. A. 265. 

11 McKinnon v. McKinnon, 56 Fed. 409. 

12 Ferrara v. Russo, 40 R. I. 533, 102 Atl. 86, L. R. A. 1918 B, 905. 

13 Gomez v. Higgins, 130 Ala. 499, 30 So. 417. 

44 Buchrle v Buehrle, 291 Ill. 589, 126 N. E. 539. ; 

1 Civil Code of California, sections 2419, 2425; The Preparation 
of Wills and Trusts, Remsen (2nd Ed.) 328, Chap. XXV, Sec. 7. 

16 Civil Code of California, section 2425(4). 

17 Code of Civil Procedure of California, sections 1581, 1585. 

18 Code of Civil Procedure of California, sections 1516, 1524; Civil 
Code of California, sections 2409, 2412(a), 2422; The Preparation of 
Wills and Trusts, Remsen (2nd Ed.) 328, Chap. XXV, Sec. 7. 
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the trustee and the delivery thereof to a surviving 
partner after death is that the trustee has no title 
and such releases are invalid. 


The forms of partnership liquidation trust agree- 
ments usually contain provisions which go far toward 
negativing the evidence which a release of partner- 
ship interest might indicate as a parting with title. 
Such provisions as: 1. The releases of interest exe- 
cuted by the surviving partners shall be returned to 
them upon the death of one of the partners; 2. That a 
partner may have the right to sell his interest during his 
lifetime ; 3. Permitting the partner to borrow money on 
the policies deposited with the trustee, and 4. The pay- 
ment of the insurance proceeds to a trust or the widow 
or heirs of the deceased, rather than to his estate. 

Conceding for the moment, that a partnership 
interest might be passed to a trustee with title suffi- 
cient to permit transmission thereof by the trustee 
on the death of a partner, the reservations mentioned 
in the foregoing paragraph indicate a lack of intent 
to make an absolute transfer. The right of each part- 
ner to the return of his deposited release of interest 
upon the death of another of the partners and the 
reservation of rights to control the interest indicate 
the insufficiency of the release to pass title. The 
rule in California is that in order to sustain the de- 
livery of a grant to a third person, to be delivered 
to the grantee upon the death of the grantor, it must 
appear that the grantor parted with possession and 
control of the instrument of conveyance for all time.’® 
Otherwise, no specific performance can be enforced 
and the trust will be invalid. 

Under the rule of law last mentioned the interest 
of the partner first to die would become the property 
of the estate immediately upon his death under the 
types of forms above described.?° Whether the trust 
agreement provides for delivery or releases of part- 
nership interests to the trustee or for the trustee to 
call upon the executor or administrator to complete 
the transaction or that the interest vests in the sur- 
vivor upon payment of the trustee of the proceeds 
of the life insurance policy, there remain but two 
methods by which the surviving partner or partners 
may obtain title to the partnership property. 

The California statutes provide that where a per- 
son who is bound by written contract to convey or 
transfer property dies before so doing, and in all 
cases where such decedent, if living might be com- 
pelled to make such conveyance or transfer, the 
court, having jurisdiction of the probate proceedings 
of his estate, may authorize and direct the executor 
or administrator to convey or transfer such property 
to the person entitled thereto.24, Proceeding under 
this section requires litigation, a feature which trus- 
tors and trustee desire to avoid. Besides there are 
elements of uncertainty and delay. 

An attempt to force conveyance or transfer under 
the statute mentioned will probably be unsuccessful, 
due to the fact that the agreement could not be en- 
lorced during the lifetime of the decedent. The 
leading case®? interpreting the statute above men- 





» Bury v. Young, 98 Cal. 446, 33 Pac. 338; Kenney v. Parks, 125 Cal. 
146, 57 Pace. 772; Driscoll v. Driscoll, 143 Cal. 528, 77 Pac. 471; Long 
v. Ryan, 166 Cal. 442, 137 Pac. 29; Stone v. Daily, 181 Cal. 571, 185 
Pac. 665; Hotaling v. Hotaling, 193 Cal. 368, 224 Pac. 455, 56 A. L. R. 
734; See also Shultz v. Shultz, 159 Ill. 654, 43 N. E. 800; Campbell v. 
Thomas, 42 Wis. 437. 

», California Code of Civil Procedure, sections 1581, 1585. 

“ California Code of Civil Procedure, section 1597. 
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tioned states: “that when a person bound by a con- 
tract in writing to make a conveyance of real estate, 
shall die before making the conveyance, in a case 
where, if the decedent were living, a Court of Equity 
would compel him to make such conveyance, the 
Probate Court may decree it.” The decision infers 
that the statute is applicable to such agreements of 
conveyance made by the decedent only when all of 
the conditions imposed on the other party to the 
contract have been performed by him during the life 
of the deceased. 

The alternative method of procedure under Cali- 
fornia statute is that of a sale under probate.** The 
statute provides: 

Partnership interests or interests belonging to any estate 
by virtue of any partnership formerly existing * * * may 
be sold in the same manner as other personal property,“ 
when it appears to be for the best interest of the estate. 
Before confirming the sale of any partnership interest, 
whether made to the surviving partner or any other person, 
the court or judge must carefully inquire into the condition 
of the partnership affairs, and must examine the surviving 
partner,” if in the county and able to be present in court. 
These requirements may produce several difficult 
situations for the surviving trustors: (a) the judge 
may consider the price fixed under the trust as being 
inadequate and refuse to confirm the sale; (b) the 
executor or administrator may not consider the sale 
necessary when the trustors and trustee desire to 
have it made and the survivors will be forced to 
liquidate the partnership; (c) the trustee may be 
bound to pay the receipts for the policy on the life 
of the deceased to some person or trust and have 
nothing which’ it may pay to the estate on probate 
sale, or (d) other limitations may exist which will 
defeat the purpose of the trust and the acquisition 
of the partnership interest of the deceased By his 
surviving partners. The resort to probate sale does 
not appear as a practicable solution. 

Where the trust agreement attempts to direct or 
control the executor or administrator of the estate 
of the deceased, the trustors and trustees are again 
confronted with difficulties. At the instant of death 
the interests of the dead partner belong to his estate. 
The partnership is then dissolved** and there is no 
title in the hands of the trustee which it may pass. 
The surviving partners are charged with the settle- 
ment of the partnership affairs without delay,”” the 
executor or administrator is bound to inventory the 
partnership interest in the estate* and the appraisers 
must appraise it.2? While the executor or adminis- 
trator may sell the partnership interest, the sale must 
be confirmed by the court.*® The executor or admin- 
istrator is bound by the law and not by the trust 
agreement. It is evident that where the trust agree- 
ment alone provides for a method of disposal of the 
interest of a deceased partner, there must be inter- 
vention in the probating of the estate of the deceased 
partner in order to effect passing of title. Such diffi- 
culties have little appeal to partners desiring to enter 
into a liquidating trust nor to trust companies. 

(Continued on page 346) 


22 Cory v. Hyde, 49 Cal. 469, 472. See also In re Dick, 74 Cal. 284, 
286, 15 Pac. 837. 

23 California Code of Civil Procedure, section 1524. 

*4 California Code of Civil Procedure, sections 1522, 1523. 

% California Code of Civil Procedure, section 1585. 

6 California Civil Code, section 2425(4). 

*7 California Code of Civil Procedure, section 1585. 

°8 California Code of Civil Procedure, section 1443. 

* California Code of Civil Procedure, section 1445. 

%© California Code of Civil Procedure, section 1524. 



































































































































































































































































































































Recent Developments in the Law 
of Inheritance ‘T'axation—-Part Il 


By LyLE W. OHLANDER* 


N U. S. v. Wells,’ the United States Supreme 
| Court had squarely before it the question of 

what constitutes a transfer “in contemplation 
of death” under the Federal statutes.'* It should 
be noted at the outset of this part of the dis- 
cussion that the Federal act contains two provi- 
sions taxing transfers in contemplation of death, 
one a conclusive presumption as to certain 
transfers which has already been discussed.’® and 
the other a prima facie presumption covering all 
transfers within two years of death. In the one 
- case no opportunity is given to show the facts may 
be otherwise, but in the other, facts may be intro- 
duced to overcome the prima facie presumption ; and 
where the impelling motive for the transfer is other 
than contemplation of death, the transfer is not 
taxable. 


In the Wells case it appeared that the decedent 
within two years of his death made certain gifts 
of corporate securities to his wife and children. In 
order to rebut the prima facie presumption that these 
gifts were in contemplation of death,’® the execu- 
tors introduced evidence that the gifts in question 
were but three of a number of gifts by decedent to 
his wife and children from time to time over a long 
period of time in carrying out a policy of making 
liberal gifts to his children during his lifetime. De- 
cedent died in 1921, but evidence indicated that as 
early as 1901 he began making advances of money 
and other property to his children, and continued to 
do so at intervals up to the time of the three gifts 
in question in this case. These gifts, all made with- 
in two years of death, were made, it appears, as an 
attempt on the part of decedent to equalize the 
amount of advancements and gifts he had made to 
members of his family. At the time of his death 
his remaining estate was valued at nearly $900,000. 


The Commissioner held that the gifts in question 
made within two years of death were made “in con- 
templation of death” and therefore taxable. The tax 
having been paid, the present suit was instituted 
to obtain refund. 


The Supreme Court in passing on the situation 
said: 

While the interpretation of the phrase (“in contemplation 
of death’) has not been uniform, there has been agreement 
upon certain fundamental considerations. It is recognized 
that the reference is not to the general expectation of death 


* Counsellor at law, Chicago. 

17%b 282 U. S. —(April 13, 1931). 

8 The statute involved is Sec. 402 (c), Revenue Act of 1918, 40 Stat. 
1057, 1097, but the same provision appears in subsequent Federal stat- 
utes, and in practically every State statute, so the matter is one of 
general interest. This particular part of the statute provides that any 
tr ansfer of a material part of decedent’s property within two years of 
death, ‘“‘shall, unless shown to the contrary, be deemed to have been 
made in contemplation of death’’ within the meaning of the Act. This 
is known as a prima facie presumption to be distinguished from a con- 
clusive presumption discussed in note 9, Part I. 

18 See discussion as to conclusive presumptions in note 9, Part I. 





which all entertain. It must be a particular concern, giy- 
ing rise to a definitive motive. . The statutory descrip- 
tion embraces gifts inter vivos, despite the fact that they 
are fully executed, are irrevocable and indefeasable. . 
The dominant purpose is to reach substitutes for testa- 
mentary dispositions and thus to prevent the evasion of 
the estate tax. 

. The words “in contemplation of death” mean that 
the thought of death is the impelling cause of the transfer, 
and while the belief in the imminence of death may afford 
convincing evidence, the statute is not to be limited, and 
its purpose thwarted, by a rule of construction which in 
place of contemplation of death makes the final criterion 
to be an apprehension that death is “near at hand.” 

If it is the thought of death, as a controlling motive prompt- 
ing the disposition of property, that affords the test, it fol- 
lows that the statute does not embrace gifts inter vivos which 
spring from a different motive. Such transfers were made 
the subject of a gift tax, since repealed. . The purposes 
which may be served by gifts are of a great variety. 
There may be the desire to recognize special needs or 
exigencies or to discharge moral obligations. The gratif- 
cation of such desires may be a more compelling motive 
than any thought of death. 

In the view of the court,” not only was there no fear at 
the time of the transfers that death was near at hand, but 
the motives for the transfers brought them within the 
category of those which, as described by Government, are 
intended by the donor “to accomplish some purpose de- 
sirable to him if he continues to live.” (Italics ours.) 


This thought of motive is further expressed in 
Farmers Loan & Trust Co. (Astor Estate) v. Bowers, 
Collector, U. S. District Court, Southern District of 
New York (July 7, 1931), in which a transfer with- 
in two months of death was held not “in contempla- 
tion of death” where it was shown that the dominant 
purpose in making the transfers involved was to 
avoid double taxation in the matter of property 
taxes. The court, in construing the Wells case, held 
that under the Supreme Court decision— 


. . the transfer is not taxable unless the thought of 
death was the impelling cause of the transfer. 


The New Florida and Alabama Estate Tax Laws 


Florida and Alabama, until recently, have been 
without inheritance or estate tax laws. In Florida, 
a constitutional provision forbade the imposition of 
such a tax in any guise.”* In Alabama, the consti- 
tution permitted a small tax on collaterals only, for- 
bidding any direct inheritance tax.** 

In Florida, during 1930, an amendment to the 
constitution was adopted, permitting the levy of an 
inheritance and estate tax not to exceed the 80 per 
centum credit allowed for state inheritance and es- 
tate taxes under the Federal Estate Tax Act.” 





2° The “court” here is the Court of Claims. The Supreme Court 
affirmed the judgment of the Court of Claims holding that the trans sfers 
were not “in contemplation of death.” 

21 Constitution of Florida, Article IX, Section 11. 

2 Constitution of Alabama, Section 219. . 

°2The Florida amendment was adopted at the November 4, 1930 
elections. 
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As a result of this amendment to the state con- 
stitution, the 1931 Legislature enacted a law to be 
known as “The Florida Inheritance and Estate Tax 
Law of 1931.” A subsequent enactment made the 
law retroactive to November 4, 1930, the date on 
which the constitutional amendment was adopted.® 

As stated above, the new Florida law is designed 
especially to obtain the 80 per centum credit allowed 
under the Federal Estate Tax Act, the Revenue Act 
of 1926. It is specifically provided that the purpose 
and intent of the new law should be— 

That the highest amount of tax which may be collected 
by the State of Florida under this Act shall not exceed 
the amount of credit which the taxpayer may be allowed 
hy the laws of the United States to have credited on 
taxes payable to the United States by reason of taxes 
paid as inheritance or estate taxes to the State of Florida, 
as provided by the Laws of the United States at any time 
in force and effect. 

The Florida law is in the nature of an estate tax 
and follows the Federal law rather closely in parts. 
The same provisions as to transfers in contempla- 
tion of death appear, including the conclusive pre- 
sumption provision recently held unconstitutional 
under the Federal law.*®° The gross estate is deter- 
mined in practically the same manner under both 
laws, and it is even provided under the Florida law 
that the filing of a copy of the Federal estate tax 
return will be a sufficient statement for purposes of 
the Florida law.*? 

In Alabama, the 1931 Legislature has proposed 
a constitutional amendment to permit the levy of 
an estate tax to absorb in full the 80 per centum 
credit allowed under the Federal law.”* It is pro- 
vided that the proposed amendment be voted on at 
the November elections of this year. 


At the same time, a law was enacted providing 
for the levy and collection of an estate tax in Ala- 
bama to absorb the 80 per centum Federal credit, 
to take effect upon the adoption of the constitu- 
tional amendment noted in the preceding para- 
graph.?® 


Legislation to Absorb the Federal Credit *° 


The fact that the Federal Estate Tax Act permits 
a credit for state inheritance and estate taxes up to 
80 per centum of the Federal tax has in the past 
prompted a number of states to enact laws to absorb 
the difference, if any, between the state tax and the 
Federal credit. During the early part of 1931, Con- 
necticut, Florida, Indiana, Minnesota, New Hamp- 
shire, Washington and Wisconsin enacted such 
provisions. 


* Senate Bill No. 436, approved and effective May 16, 1931. | 

> House Bill No. 294, approved May 18, 1931, and made retroactive 
to include estates of those “who died after November 4, 1930, whether 
a resident or nonresident of the State of Florida.” 

* See note 9, Part I ns . 

“It is also provided that when not otherwise specified in the Act, 
the rules of interpretation and construction of the Federal estate tax 
law shall be applied in the interpretation of the Florida law. 

* Act 354, Acts 1931, passed June 30, 1931. 

* Act 374, Acts 1931, approved July 7, 1931. 

° The tendency toward making state inheritance and estate tax laws 
complimentary to the Federal statute continues to grow. Several states, 
including New York (Laws of 1930) and Florida (Laws of 1931) have 
enacted statutes based on the Federal law. Provisions appearing in 
other state statutes indicate the influence of the Federal statute, as 
for instance the provision taxing the excess over $40,000 of insurance 
payable to named beneficiaries appearing in the Tennessee statute (Laws 
of 1929, Special Session) and the North Carolina statute (Laws of 
1931). See also State v. Cain, Supreme Court of Tennessee, March 14, 
1931, 204 CCH 11,389. 
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It seems strange that so many states have de- 
layed enacting such legislation. The 80 per centum 
credit clause first appeared in the 1926 Revenue Act, 
and since that time it certainly seems that a part 
of the tax entering the Federal coffers might just 
as well have found its way into state treasuries, for 
undoubtedly such was the purpose of the credit 
clause. 

In several instances we find that the 1931 provi- 
sions carrying retroactive effective dates.*! This is 
probably done to enable the states to recover back 
as much as possible of the taxes they might have 
obtained heretofore if legislation to absorb the Fed- 
eral credit had been enacted at a prior date. 

Under the Federal law specific provision has been 
made as to obtaining credit for state taxes. To 
quote from a recent ruling of the Federal authorities 
construing this provision—*” 

Section 301 (b) of the Revenue Act of 1926 provides 
that the credit shall “include only such taxes as were ac- 
tually paid and credit therefor claimed within three years 
after the filing of the return required by Section 304.” 
Under this limitation the Department, of course, cannot 
allow a credit for any taxes that are paid after three 
years from the date of the filing of the estate tax return. 

It is probable that in many cases the allowance of a 
credit for such additional payments will involve a_ refund 
of a portion of the tax collected by the Federal Govern- 
ment. In such cases the refund must be governed by 
Section 319 of the Revenue Act of 1926, Section 608 of 
the Revenue Act of 1928, and the Regulations of the Treas- 


ury Department relating to refund of estate taxes col- 
lected. 


Increased Rates under 1931 Legislation 


In spite of the apparent need of the states for 
increased revenue to carry on state governments this 
year only a few states actually made such increases. 

Towa ** and North Carolina ** both made general 
increases in the rates for all classes of beneficiaries. 
In Massachusetts, increased legacy and succession 
tax rates were proposed *° in addition to other classes 
of taxation, to provide funds for old age pensions, 
but the increased legacy and succession tax rates 
were deleted from the bill as it was finally enacted. 

Several bills were introduced in Wisconsin to 
raise the rates upon inheritances and estates, but 
none were passed. 

In this connection it may be well to observe that 
the passage of measures to absorb the Federal credit 
helped in many instances to increase state revenues. 


The Reciprocity Situation 


At least two more states were added to the list 
of states enjoying reciprocal exemption relations, 
Nebraska and North Dakota. 

Reciprocity legislation does not play the important 
part it once did in inheritance and estate taxation. 
The Supreme Court’s decisions in Farmers Loan & 
Trust Co. v. Minnesota and Baldwin v. Missouri *® 
limited inheritance taxation on intangibles to the 

(Continued on page 342) 


31The Indiana provision is made retroactive to the effective date 
of the Revenue Act of 1926; the Florida law is made retroactive to 
November 4, 1930; the Connecticut law is made retroactive to May 1, 
1930. Such retroactive specifications appeared in Maine, Michigan 
and New York statutes but were applied to estates in the process 
of settlement. 

32 Reported in 204 C.C.H. 11,453. 

33 Senate Bill No. 65, approved April 30, 1931, effective May 8, 1931. 

% House Bill No. 102, ratified and effective May 27, 1931. 

% House Bill No. 1695. 

36 Discussed at note 1, Part I. 



























































































































































































































































































































































The Community Property System 


Its Relation to Income, Estate, and Inheritance 


Taxation — Part Il 


N the administration of the estate tax, as for the 

income tax, the Federal Government follows the 

principle of treating community property in ac- 
cordance with the rules of ownership established by 
the statutes and court decisions of the several states. 
For seven of the community property states the 
practice has been uniformly to include only half of 
the community property in the estate of either spouse 
for purposes of Federal estate taxation.** For Califor- 
nia, on the other hand, the rule respecting estates, 
like the rule respecting incomes, “has been chameleon- 
like in the rapidity with which it has changed.** 


Beginning with the rule that the whole of the 
community property, including the widow’s share, 
should be taxed in the estate of a deceased husband, 
the Treasury Department was soon compelled by a 
Federal court decision to apply in California for sev- 
eral years the same rule that was applied in the other 
community states. This was the rule that the wife’s 
share of the community property was not subject to 
the Federal estate tax upon the husband’s estate.*® 
The rule was again changed, however, by a court 
decision announced in January, 1928, holding that 
in California the wife’s half of the community prop- 
erty which, by statute, she receives upon the death 
of her husband, must be included in his estate for 
Federal taxation.*® There appear to be, as yet, no 
court decisions interpreting the effect of the Califor- 
nia amendment of 1927 upon the status of the com- 
munity property for purposes of federal estate taxes. 
Presumably, the change is effective only with re- 


* Research assistant in government finance, University of Chicago. 

7 But as to New Mexico, see fourth paragraph following. For an 
application of the general rule, that the wife’s interest is vested, depend- 
ing in no way upon her survival of the husband, and that consequently 
it is not taxable as part of his estate, cf. Estate of Sweeney (April 9, 
1929), 15 B. T. A. 1287, and Estate of Broadbent (Sept. 18, 1930), 20 
B. T. A. —. In G. C. M. 7773; IX-33-4750, it was held that in Texas 
the wife’s interest in the community property is not a part of the de- 
ceased husband’s gross estate (under Revenue Act of 1926, sec. 302a), 
notwithstanding that she elected to take under the will. For Louisiana, 
it has been held that the widow’s life usufruct in the husband’s share 
of the community property is not deductible from the half of the com- 
munity property going to the heirs of the deceased husband, for the 
federal estate tax of 1916. Liebman v. Fontenot (1921), 275 Fed. 688. 
Cf. T. D. 3222, August 29, 1921. 

% Handy, Albert, Inheritance and Other Like Taxes (1929), par. 204. 
Cf. C. C. H., Trust Department and Insurance Trust Service, 1931-32, 
par. 4607. 

3% Blum v. Wardell (Dec., 1920, U. S. District Court), 270 Fed. 309, 
affirmed by Circuit Court of Appeals in Wardell v. Blum (Oct., 1921), 
276 Fed. 226. Certiorari denied March 6, 1922—258 U. S. 617, 66 L. 
Ed. 793. Cf. 34 Opinions of the Attorneys General, 376 (March 8, 1924), 
withdrawn by T. D. 3596 (May 31, 1924), C. B. June*1924, p. 101, and 
reaffirmed in T. D. 3670, C. B. June, 1925, p. 19. For a brief history 
of the successive rulings and cases, cf. Donworth, loc. cit. 

Talcott v. U. S. (1928, Circuit Court of Appeals), 23 Fed. (2d) 
897; certiorari denied, 72 L. Ed. 686. This decision overruled Wardcil 
v. Blum, supra. It was based in part on the decision in U. S. v. Robbins, 
(1926), 269 U. S. 315, 46 S. Ct. 148, 70 L. Ed. 285, and in part of 
rulings of the California Supreme Court reasserting the absence of a 
vested interest on the part of the wife in the community property. Cf. 
Donworth, loc. cit., at p. 166. The rule of Talcott v. U. S. was applied 
in Baumgartner v. Commissioner (Dec. 11, 1930), 21 B. T. A. 623; 
Sokolow et al., executors, v. Commissioner (February 25, 1931), 22 
B. T. A. —; and Estate of Marcel Lemer v. Commissioner (May 15, 
1931), — B. T. A. —. The first two of these cases arose under the 
Revenue Act of 1921; the Lemer case under the Act of 1924. 








By I. M. LaBovirz * 


spect to property acquired since July 29, 1927, by 
any, marital community.” 

During the interval between the court decision of 
1920, holding the wife’s share of the community not 
to be a part of the deceased husband’s estate, and 
the overruling decision in 1928, the rule for com- 
munity property in California appears to have been 
different for the federal estate tax from the rule for 
the income tax. Throughout this period,—as, in- 
deed, until after the adoption of the California 
amendment in 1927 and its construction by the state 
courts,—the federal government taxed the income of 
a California marital community to the husband 
alone, on the theory that the wife’s interest was only 
an expectant interest; but it exempted the wife’s 
share of the property from the estate tax, on the 
theory that the property was hers, not by inheri- 
tance, but by vested title.** When the rule was re- 
versed as to estates, the government successfully 
sued for the recovery of taxes previously refunded 
on California estates which had been thought non- 
taxable.** 

Although the situation in California seems to be 
settled, the whole cycle promises to be repeated for 
New Mexico. Until October, 1930, the community 
property system in that state was deemed to be sufh- 
ciently like that of the other states, other than Calli- 
fornia, to warrant the application of the same rules 
as in those states.** In an estate tax case decided in 
October, 1930, however, the United States District 
Court for the District of New Mexico held that in 
this state the wife did not even have a vested inter- 
est in the community property for estate tax pur- 
poses. This ruling was based on the court’s 
conclusion that 
the law affecting community property copied from the Cal- 
ifornia statutes and adopted by the New Mexico legislature 
in 1907 should receive the same construction as that placed 
upon it by the courts of California prior to and since its 
enactment in New Mexico, to the effect that the wife has 
no vested interest in the community property during the 
existence of the marriage relation, only an expectancy 
therein on the death of the husband.® 
New Mexico happens to be one of the states for 
which there has been no test case decided by the 


41 Cf. C. B., Mareéh, 1929, p. 9, for the ruling of March 4, 1929, relative 
to incomes under the California statute, quoting Stewart v. Stewart 
(July 18, 1928), 269 Par. 439, to the effect that whatever the effect of 
this legislation upon future acquisitions, it cannot affect the ownership 
of property —o before July 29, 1927. Cf., also, C. C. H. Trust 
Department and Insurance Trust Service, 1931-32, Par. 4607. . 4 

Cf. Wardell v. Blum, supra. Cf£., also, Donworth, loc. cit., p. 154. 

43 Cf. Talcott v. U. S., supra; U. S. v. Kelley (1927, district court), 24 
Fed. (2d) 234. Cf., also, Fanny Newman, et al., (March 2, 1927), 6 
B. T. A. 373; Estate of H. T. Newell (March 2, 1927), 6 B. T. A. 378; 
Baumgartner v. Commissioner, supra; and Sokolow and Hunter v. Com- 
misstoner, supra. 

44 Cf. Mimeograph 3853, December 22, 1930, of the Bureau of Internal 
Revenue, quoted in footnote 18, Part I, August issue of THe Tax 
MAGAZINE, p. 288. ‘ £ 

# Letter to counsel in Becker v. Hernandez, U. S. Dist. Ct., Dist. of 
N. Mex., No. 2085, Dec. 1, 1930 (no opinion). (Appeal contemplated 
by Solicitor General.) 
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United States Supreme Court. Should the decision 
in the instant estate tax case be sustained, it follows 
under the rule previously applied to California*® that 
as to New Mexico the Internal Revenue Bureau has 
been in error, not only in including one-half of the 
community property in the estate of a deceased wife 
and in permitting the omission of half of the com- 
munity property from the estate of a deceased hus- 
hand, but also in permitting husbands and wives 
in this state to file separate returns of community 
income for income tax purposes. If this is so, New 
Mexico probably will follow California in the 
amendment of the community property statutes so 
as to make the wife’s interest actual and immediate, 
and will be enabled, by a study of California’s expe- 
rience, to make the change complete in one enact- 
ment.*? 


Implications of the Community Property Rule 


It is unnecessary to present figures showing the 
amount of taxes that may be saved to an estate 
when the rule is applied that only half of the com- 
munity property shall be included in the estate of 
either spouse. Under the progressive rates of the 
Federal tax, the saving will amount to well over half 
of the tax that might otherwise be assessed against 
a taxable estate. For a great proportion of all es- 
tates, the saving will amount to the whole of the 
Federal tax, because the omission of half of the 
community property will reduce the net estate below 
the exemption limit of $100,000.*° In the present 
discussion, however, the importance of the prefer- 
ence to estates of community property lies in the 
hints it offers for the solution of the general prob- 
lem of uniformity as between community and non- 
community properties in Federal taxation. 


From the legal point of view, the question of 
whether the widow’s share in the community is 
subject to tax when she succeeds to its active control 
depends entirely upon the nature of her previous 
interest.*® If her share in the ownership is actual and 
immediate throughout the marriage, she is not re- 
ceiving it by inheritance but is only taking over 
what has been hers throughout. When the other 
theory prevails, that her share is only an expectancy, 
there may be logical ground for taxing that share 
as part of the husband’s estate, provided, however, 
that if the wife dies first her expectancy in the com- 
munity is not included as a part of her estate. Under 
the more general rule, which admits the immediacy 
and reality of the wife’s part in the community, logic 
and equity demand that only one-half—and not less 
than one-half—of the community property shall be 
included in the estate of either spouse. 


Under either interpretation of the nature of the 
community, neither spouse can will away the sur- 
vivor’s share. Whatever may be the nature of the 
wife’s ownership before the death of her husband, it 
is real and complete after his death. In the one case, 
however, the so-called common mass of property is 


“Under U. S. v. Robbins, supra. 

“ California amended its statute in 1917, 1923, and 1927 before the 
community property system in that state was brought fully into line with 
the system in other states. 

* $50,000 under Revenue Acts earlier than 1926. “fe 

* This question does not arise as to the husband’s half at the wife’s 
death, because ordinarily the husband has the control and management of 
the community property, although within varying limits in the several 
States. 
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taxed as though it had belonged entirely to the hus- 
band; in the other case, his ownership is recognized 
in only a half. Is this essentially different from the 
procedure in non-community states? For couples 
domiciled in such states, the Federal Government 
taxes in the husband’s estate all property the actual 
ownership of which was in the husband; it taxes in 
the wife’s estate all property to which she held title. 
Clearly the husband in a non-community state may 
transfer to his wife all or a part of his property dur- 
ing life, thereby avoiding the estate tax, if the trans- 
fer is bona fide and outside the narrow category of 
gifts in contemplation of death. Should the husband 
and wife in a non-community state form an equal 
partnership which shall hold title to all property ac- 
quired during marriage, they will be in substantially 
the same position, with respect to property, as a 
marital community.*® Such partnerships undoubted- 
ly are created in many cases for the purpose of avoid- 
ing not only estate taxes, but taxes on the income 
from property as well.*? 

When family partnerships are created for the 
avoidance of taxes, there is a real change in the 
ownership of property. The husband who, in order 


to reduce the family tax bill, turns over half of his 
property to his wife to do with as she pleases has 
given up his control over that property.®? Similarly, 
when the husband surrenders his property to a joint 
partnership created between himself and his wife, he 
is successfully avoiding taxes at the cost of giving 
his wife substantially 


the same rights and privileges in the marital property with 
the incident burdens attendant upon property transfers that 


the wifé enjoys in the states which have taken their law 
from the Spaniards.™ 


D. Solution of the Federal Problem 
1. Degree of Real Preference 


From the foregoing analysis, it becomes clear 
that as far as its relates to the taxation of income 
from property and the taxation of estates, the pref- 


50 The effects of curtesy and dower rights, and the statutory substi- 
tutes for these, are disregarded here. Not all states allow husband and 
wife to form partnerships. Although “under the common law doctrine 
husband and wife cannot contract with each other, because in contem- 
plation of law they are but one. person,” so that “a married woman 
cannot enter into a partnership with her husband,” yet, “where her 
inability to contract with her husband has been removed by statute, a 
married woman may enter into a partnership with her husband.” Corpus 
Juris, vol. 30, ““Husband and wife,’’ pars. 248, 259. 

In the following 22 states a partnership between husband and wife is 
recognized for Federal income tax purposes: Alabama (Appeal of Bellin- 
grath, 3 B. T. A. 11); Arkansas (G. C. M. 450; C. B., Dec. 1926, p. 49); 
California (I. T. 1744; C. B., Dec. 1923, p. 179. E. L. Kier, 15 B. T. A. 
1114); Colorado (S. M. 2964; C. B., June 1925, p. 171); Connecticut 
(G. C. M. 433; C. B., Dec. 1926, p. 177); District of Columbia (G. C. M. 
3421; C. B., June 1928, p. 106); Florida (Not recognized unless wife 
becomes a “free dealer’? as specified in Florida statutes. G. C. M. 
2448; C. B., Dec. 1927, p. 69); Georgia (S. M. 5042; C. B., June 
1926,. p._ 68); fowa (1. F.. 2321; CC. 3., Tec: 1926, 9. 52): Raneus 
(I. T. 2240; C. B., Dec. 1925, p. 60); Michigan (Under state laws and 
court decisions a wife may not become a member of a partnership with 
her husband, but cf. I. T. 2477; C. B., Dec. 1929, p. 198); Minnesota 
(S. M. 4277; C. B., Dec. 1925, p. 58); Mississippi (M. L. Virder, 6 
B. T. A. 1123); Missouri (A. R. R. 636; C. B., Dec. 1921, p. 257); 
Nebraska (S R. 6998; C. B., June 1926, p. 268); New York (G. C. M. 
5761; C. B., June 1929, p. 109); North Carolina (G. C. M. 3034; C. B., 
June 1928, p. 104); Ohio tg of Bartley, 4 B. T. A. 874); Pennsyl- 
vania (S. M. 5411; C. B., June 1926, p. 271. John T. Newell, 17 
B. T. A. 93); South Carolina (S. M. 3391; C. B., June 1925, p. 42, over- 
ruling S. M. 2373; C. B., Dec. 1924, p. 169); South Dakota (Appeal 
of Bartron, 3 B. T. A. 1262); West Virginia (J. E. Biggs, Sr., 15 B. T. A. 
1092. Pugh v. U. S. (May, 1931; U. S. District Court), 48 Fed. (2d) 
600). 

In the following three states a partnership between husband and wife 
is not recognized for Federal income tax purposes: Maine (I. T. 1371; 
C. B., June 1922, p. 208); Texas (S. R. 2863; C. B., June 1925, p. 174) ; 
Vermont (S. M. 3917; C. B., Dec. 1925, p. 189). 

51 Cf. Klein, op. cit., par. 48:10. 

52 Cf. ibid., par. 48:8. f ; 

53 Paraphrasing Smith, Ralph W., “Dubious Community _ Property 
Rights under Federal Revenue Laws” in National Income Tax Magazine, 
Vol. 7 (June, 1929) p. 225. 
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erence enjoyed by married couples in community 
states °* is more apparent than real in its necessary 
fiscal implications for any given family. With re- 
spect to property and ‘income from property, the 
advantage of the community system under Federal 
taxation is chiefly one of convenience and convention. 
Community property laws constitute a device of 
wholesale avoidance, whereas in non-community 
states the adoption of corresponding devices—short 
of the community system itself—is a matter for de- 
cision by each married couple separately. 


The situation is different with respect to income 
from sources other than the ownership of property, 
notably earned income. Although a husband and 
wife may set up a partnership which shall own their 
property and distribute the income between them, 
they cannot provide, for example, that the partner- 
ship shall receive the husband’s salary and distribute 
a part of it to his wife. In community states, the 
earned incomes of the spouses, like the income from 
community property, is income of the community 
and may be divided equally between them for in- 
come tax purposes.*® In non-community states, on 
the other hand, each spouse is usually the owner of 
his or her own income*™ and must report the whole 
of it independently (unless they choose to report it 
jointly as one income). The husband cannot suc- 
cessfully assign a part of his income to the wife in 
order to equalize their separate taxes and escape the 
higher rates to which he would be subjected. The 
income is his and must be returned as his.®* Conse- 
quently with respect to earned incomes there is a 
real preference in the federal income tax for: marital 
communities, compared with families not under the 
community system. This preference is offset only 
to the extent that the spouses share in actively con- 
tributing to the earned income of the family. The 
wife and husband are permitted in any state to re- 
port separately their respective incomes, but it is 
only when they earn equally that they will pay the 
same tax on an equivalent family income as a similar 
family under the community system. For example 
a marital community, without dependents, will pay 
at present rates an annual tax of $191.25 on a total 
earned net income of $16,000, regardless of which 
spouse earned it or whether both contributed.*® The 
same family, if living in a non-community state, 
would have to pay $386.25 if the whole income were 
earned by either the husband or the wife alone, and 
could reduce the tax to the minimum of $191.25 only 





% That is, over married couples in those non-community states which 
permit contractual relations between husband and wife, as do most of 
the states. Cf. supra, footnote 50. 

55 This statement should be qualified with respect to the exceptional 
states which do not yet permit contractual relations of husband and 
wife. In this connection it may be suggested that when a state, like 
California, adopts legis'!ation which incidentally helps residents to avoid 
federal taxes, there is no embarrassment for individual taxpayers; but 
when a family itself adopts methods for avoidance, it is usually with 
some sense of discomfort, regardless of the fact that the method may 
be entirely legal. 

56 Except that in Washington the wife’s earnings are her separate 
property. Cf. supra, footnote 9, Part I. 

57 Although the common law rule (is) that the earnings of a married 
woman living with her husband vest absolutely in the Toshenk unless 
he waives his right thereto, - yet in most jurisdictions the statutes 
expressly provide that the wife’s earnings shall be her separate property.” 
Corpus Juris, vol. 30, ““Husband and Wife,” par. 477. 

58 Cf. Lucas v. Earl (1930), 281, U. S. 111, 50 Sup. Ct. 241. For 
comment, cf. “Division of Income to Reduce Taxes—Recent Decisions 
of the Supreme Court,” in Harvard Law Review, vol. 43 (June, 1930), 
pp. 1282-86; also Georgia Law Journal, vol. 18 (May, 1930), pp. 392-93; 
and Texas Law Review, vol. 8 (June, 1930), pp. 610-12. (Last two 
journals not available to present writer.) 

59 In Washington, if the income is earned by the wife it is her separate 
property. Cf. supra, footnote 9, Part I. 
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if each spouse earned half of the income and reported 
separately.© 

The fiscal importance of this real discrimination 
probably is not so great as the estimates of 
$16-20,000,000 per year would imply.*? Undoubtedly 
a part of the preference enjoyed on community in- 
comes is owing to the failure of families in non- 
community states to take full advantage of the 
means of avoidance available to them. Just what 
part of their disadvantage could be wiped out by 
non-community families if they saw fit to do so, it 
is impossible to say. In any event, their action 
would have to be individual action unless the whole 
country were to adopt, state by state, the commu- 
nity property system.®? Only by such wholesale action 
could the other states attain the level that is now 
occupied by the eight most favored states. 


2. Attempts at Solution 


What are the possibilities for action by the Fed- 
eral Government? 

In 1921 and again in 1923 the Treasury Depart- 
ment sought to have included in the Revenue Act 
a provision requiring the inclusion of the community 
income in the gross income “of the spouse having the 
management and control of the community prop- 
erty,’—that is, in any ordinary case, in the gross 
income of the husband,—and taxed to him. Such a 
clause was included in the bill which passed the 
House of Representatives in 1921, and the provision 
was made more explicit by the Finance Committee 
of the Senate, only to be removed from the bill before 
final enactment. Two years later the report sub- 
mitted by Secretary Mellon again recommended that 
provision should be made for taxing the whole com- 
munity income to the husband. The former clause, 
as amended by the Senate committee in 1921, was 
included in the revenue bill introduced in December, 
1923, but when the Revenue Act of 1924 emerged 
from Congress it contained no reference to commu- 
nity incomes.** Nor was any such provision included 
in the Revenue Act of 1926 and 1928, with the excep- 
tion of a section in the 1926 act to quiet claims 
which might be raised respecting community in- 
comes reported in earlier years.™ 


In its recommendation approving the proposal to 
tax community income to the husband alone, the 
Senate Finance Committee asserted that this prac- 
tice would “restore uniformity of treatment.” This 
argument was advanced in the Washington test case 
in 1930, and the Supreme Court denied its validity: 


When it is remembered that a wife’s earnings are a part 
of the community property equally with her husband’s, it 
may well seem to those who live in states where a wife’s 
earnings are her own, that it would not tend to promote 
uniformity to tax the husband on her earnings as part of 
his income. The answer to such argument is, however, 


60 Cf. Table I, Part I. 

*1 Cf. supra, Part I. 

8° State action would be necessary where there persists the old com- 
mon law concept of husband and wife as one person. 

63 Cf. Donworth, loc. cit., for a history of the legislative proposals and 
for references to sources. Cf., also, Mellon, Andrew W., Taxation: The 
People’s Business (1924), pp. 60-1, 184. 

* Revenue Act of 1926, sec. 1212. There is considerable doubt as to 
the power of Congress to tax the whole community income to the hus- 
band, although in U. S. v. Robbins, supra, Associate Justice Holmes 


said (whether by way of dictum or as “‘a secondary line of reasoning” 
lawyers disagree): ‘Even if we are wrong as to the law of California 
and assume that the wife had an interest in the community income that 
Congress could tax if so minded, it does not follow that Congress could 
not tax the husband for the whole.” On this point and the meaning of 
sec, 1212, cf. Maggs, loc. cit., part II; also, Donworth, loc. cit. 
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that the constitutional requirement of uniformity is not 
intrinsic, but geographic.™ 


The objections of the community property states 


had been thus expressed before the Washington 
State Bar Association: 


this apparently innocent but really guileful suggestion 
would use the community property laws . . to penalize 
husband and wife by recognizing and enforcing the com- 
munity property law so far as it combines the earnings of 
the wife with the earnings of the husband and places in 
one common fund the income of her share of the marital 
accumulations along with the husband’s share of those 
accumulations. Having recognized the community prop- 
erty law so far, this suggestion would then by arbitrary fiat 
make the combined income all the husband’s, for federal 
taxation and surtaxation, thus ignoring the true purpose 
and effect of the state rule of property and refusing to rec- 
ognize the ownership to be where the state law puts it, 
namely, in the two spouses jointly.” 


In a non-community state, on the other hand, hus- 
band and wife could report and be taxed separately. 


This is the only solution that has been actively 
considered for the community property question. 
Clearly it would have been no solution at all, for it 
would have substituted one inequity for another. 
One legal writer has suggested that the remedy may 
be made equitable by abolishing the right of husband 
and wife generally to file separate returns. 

in Burk-Waggoner Oil Association v. Hopkins® the 
Supreme Court seems to have held that Congress, under 


its power to classify, may treat as an entity for income tax 
purposes an association which is not recognized 
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deemed an economic entity, taxable as such, it might 
yet be deemed to differ sufficiently from an unmar- 
ried individual to warrant allowing either a greater 
exemption to the family before computing the tax, 
or a special credit against the tax,®* or some other 
special treatment, including, possibly, the doubling 
of the maximum income to be treated as earned. 
Supposing this system to be adopted, but without 
any changes in the present rate structure or exemp- 
tions,®® the net income of married couples without 
dependents would be taxed at the effective rates shown 
in column 3 of Table I,’° and the equivalent net in- 
come of single persons would be taxed at the corre- 
sponding effective rates shown in column 4 of the 
same table. The nature of the progression for each 
series of rates is shown in Chart I, which shows, 
also, the effective rates now av ailable on community 
incomes. The tax would be five times as heavy (0.70 
per cent) on a bachelor’s net income of $4,000 as on 
the equal net income a family (0.14 per cent); 1 
would be twice as heavy for the bachelor as for the 
family on an income of $7,500 (1.20 per cent com- 
68 Like the Wisconsin exemptions which operate by deduction from 
the tax payable rather than by deduction from income. 
8 T. e., supposing the exemptions continued to be $1,500 for a single 
iadbvitens and $3,500 for a married couple. This assumption is made 
for purposes of the illustration only. 


7 See Part I, The Tax Magazine, August, 1931, at p. 289. The maxi- 
mum earned income credit is assumed to have been taken in every case. 
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plicable state law.% ‘Could not married couples 
in all states be taxed as entities? The family, 
it has often been said, is the economic unit; | 
why not make it the unit for income tax pur- 
poses? By so doing an exact uniformity in the 
application of the income tax throughout the 
forty-eight states could be obtained. Injustice 
would be done neither to husband and wife in 
the eight community property states nor to hus- 
band and wife in the forty other states.” 


to be an entity for other purposes by the ap- | 


Effective rate, % 


3. Taxation of Married Couples as Entities 
If the Supreme Court’s decision is cor- 
rectly interpreted in the foregoing quota- 
tion, the device of treating the family 
as an entity might offer a relatively simple * 
remedy in harmony with existing legal 
principles, though it would be exceedingly 
dificult to achieve over the protests of 
married taxpayers in both community and 
non-community states. From a detached 
legal point of view such a solution probably 
appears eminently desirable. But for those 
who must decide policy, the important 
questions are whether the family really is ° 
“the economic unit,” and, if so, whether it 
is an economic unit exactly analogous to * 
an unmarried individual. For it is perfectly 
clear that if the family is to be treated like 
an individual for the purposes of income 
taxation, only a difference in exemptions y 
will bring about any difference in the tax f 
on the given net income of a family as com- i 
pared with the equal net income of an un- ,24 f 
married person. If a family is properly to be $ 


Gta Poe v. Seaborn, 51 S. Ct. 58. y 
*> Donworth, Joc. cit., p. 152. 

8 (Nov. 16, 1925), 269 U. S. 110, 46 Sup. Ct. 48. r.) 
oC Maggs, loc. — pp. 368-71. 
* Ibid., pp. 448-4 
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pared‘with 0.60 per cent) ; and it would be approxi- 
mately one and one-half times as heavy on the 
bachelor’s income of $10,000 as on the family’s equal 
income (1.54 per cent compared with 1.01 per cent). 
When the aggregate net income of a family reached 
$200,000, the tax would be practically the same as the 
tax paid by a single person on an equal income. 


To adopt a system of taxing married persons gen- 
erally on a family basis, instead of as individuals, 
would require the repeal of the statutory privilege 
of filing separate returns. This change would not 
affect the federal estate tax, since community prop- 
erty would continue to be taxed in the estate of the 
spouse in whom the ownership was actually vested 
under applicable state law and the same rule of 
actual ownership would govern non-community 
property. 


4. Taxation of Spouses as Individuals 


There is another, and opposite, solution available. 
Whereas the family-as-entity rule would, if applied 
without qualification, tax equally the equal incomes 
of marital unions and of single individuals, an oppos- 
ing principle might demandin its extreme form 
that the taxes on incomes shall be applied uniformly 
to all corporeal persons, whether married or unmar- 
ried, and that as far as taxation is concerned the 
effect of a marriage is merely to create an apparent 
unity in the incomes of two persons. In this view, 
the marriage is wholly a partnership between two 
individuals, not for economic purposes primarily, but 
for objects that transcend the economic sphere. 

A marital community is, according to the orthodox con- 

ception, a partnership. Ordinary partners are permitted 
to divide the partnership income and to report their respec- 
tive shares in separate returns even though those shares 
have not been distributed to them. Why should not marital 
partners be conceded a similar right?” 
As the opening phrase shows, the writer here quoted 
was contending for the division of community income 
between the spouses. That right has been conceded 
since he wrote."*? In the view that is here being 
expounded, however, his observation could be ap- 
plied to all ‘married couples, whether in community 
or non-community states. This view would require 
the solution of the community property problem by 
the extension to all married couples of the privilege 
now accorded to the most favored marital commu- 
nity; that is, the privilege of filing separate returns 
in which each spouse should report all income from 
property actually and immediately owned by him or 
her, and, in addition, one-half of all income received 
by the husband and wife*™* from sources other than 
property. The innovation would consist in allowing 
the spouses to divide between them for Federal in- 
come tax purposes the aggregate of their income 
from non-property sources. This avenue of tax 
avoidance is now closed to them. Under existing 
law, a husband in a non-community state cannot es- 
cape taxes on the whole of his salary through an 
agreement with his wife by which “the fruits are 
attributed to a different tree from that on which 
they grew.’ 

7 Maggs, loc. cit., p. 448. 


72 Except possibly for New Mexico. Cf. supra, Part I, p. 288. 
™ And dependent minor children, if any. 


™ Mr. Justice Holmes in Lucas v. Earl (1930), 281 U. S. 111, at 115; 


50 Sup. Ct. 241. For comment, cf. Harvard Law Review, vol. 43, pp. 
1282-86, and other journals cited supra, footnote 58. 
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The ultimate question raised by this proposal is 
whether the wife who herself earns no monetary 
income has a material role in the production of her 
husband’s income, and, if so, the magnitude of her 
part. Should it be concluded that the wife and hus- 
band are equal partners in whatever accrues to either 
of them,—that half of “the fruits” may properly be 
attributed to each,—it would follow that they should 
be taxed as partners are taxed, on their distributive 
shares. The theory of trusteeship that is urged for 
community incomes would likewise be applied to the 
incomes of non-community couples, as far as those 
incomes were received originally by the husbands 
and managed by them: 

A trustee, . when required to pay the tax upon the 
income of the trust property, is permitted to file separate 
returns, one for his own income, the other for the trust 
income.” If the community property system must be forced 
into some common law concept for purposes of federa 
income taxation, would not substantial uniformity be secured 
by treating husbands in community property states as own- 
ers of one-half, and as trustees for their wives of the other 
half, of the community income?* 

Even if the principle were adopted that husband 
and wife in non-community states constitute a part- 
nership for Federal income tax purposes, it would 
be necessary to couple the concession with a burden. 
Otherwise*the attempt to achieve uniformity be- 
tween community and non-community states would 
result in a situation in which spouses in non- 
community states would avoid all the taxes that 
they could avoid under the community system but 
without suffering any of the accompanying restric- 
tions upon their property rights. Consequently the 
statute might provide in effect that the Federal Gov- 
ernment will recognize for income tax purposes 
contracts or agreements, valid under state law, by 
which husbands and wives agree to share their earn- 
ings as partners, even though the husband retains 
in the agreement as far-reaching control over the 
family income as is accorded husbands in community 
property states. In other words, the Federal statute 
might accept validly executed arrangements between 
husbands and wives under which earned incomes are 
in part “attributed to other trees than those on which 
they grew.” The recognition should be limited to 
incomes from sources other than property because 
spouses in non-community states are already able, 
individually, to avoid taxes on their property in- 
comes by making bona fide transfers to family part- 
nerships or otherwise.* 


The ability of Congress to enact such a provision 
is a question that cannot be disposed of here. Al- 
though the Supreme Court has held that the tax on 
a husband’s non-community salary “could not be 
escaped by anticipatory arrangements and contracts 
however skilfully devised to prevent the salary when 
paid from vesting even for a second in the man who 
earned it,” Mr. Justice Holmes was careful to insert 
in his very brief opinion the statement that “that 
seems to us the import of the statute before us.” ‘ 
The vdlidity of a Congressional act which frankly 


™ Cf. Maggs, loc. cit., p. 366. 

76 Tbid., p. 448. 

7 Cf. supra, p. 32. The statements in the text must be qualified, how- 
ever, with respect to states in which husband and wife are not empowered 
to contract with one another. 

% Lucas v. Earl, 281 U. S. 111, 50 S. Ct. 241. 
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recognized such agreements may be left for lawyers 
to decide.”® 

The effect of such a provision would be to treat 
married persons as individuals for income tax pur- 
poses, establishing the presumption that the earned 
income of any couple is to be attributed equally to 
husband and to wife. Married persons would be 
given the same individual exemptions as single per- 
sons.*° The result would be that a married couple 
in a non-community state would pay exactly the 
same tax as a similar married couple in a community 
state upon an equal total of earned net income.*? 
If rates were proportional (instead of progressive) a 
single person would pay exactly twice as much tax 
as a married couple on a given amount of earned net 
income, that is to say, a married couple would pay 
the same total tax as a single individual only if the 
couple enjoyed twice as great a net income. With 
progressive rates, such as the law now provides, a 
single individual would pay somewhat more than 
twice the tax paid by a married couple on an equal 
income, but if the husband and wife together en- 
joyed twice as large a net income, they would pay 
twice the tax that a single individual would pay.” 
The estate tax would be unaffected, since property 
would be included for taxation in the estate of the 
spouse who held the title to it. 

The proposal to tax married couples as entities 
would encounter the opposition of married persons 
everywhere. The proposal to tax husbands and 
wives as partnerships, on their assigned shares of 
the partnership income, would arouse the protests 
of all unmarried persons, and married persons living 
apart from their spouses, who expected to remain 
in that condition. It is easy to guess which class 
could express itself the loudest. The difficulty, as 
with most questions of social policy, is in making a 
choice on the basis of uncolored considerations of 
equity. Unless some choice is made, however, the 
Federal Government must continue to enforce a rule 
which has different practical effects in different sub- 
divisions of the country. 


E. Community Property in State Taxation 
1. Inheritance Taxes® 


For state taxation of inheritances, the community 
property system implies certain limitations, although 
itself raising no questions of fundamental tax policy. 
In a state which has full community of all property 
acquired during marriage, there can be no argument 
about taxing the widow’s share as an inheritance 
from her husband. The doctrine of community prop- 
erty interprets the event as involving merely the 
widow’s succession to the active management of 
property that was hers before the death occurred; 
consequently she does not inherit it from her hus- 
band. The confusion which sometimes arises regard- 
ing the widow’s share of the community property 


Cf. citations, supra, footnote 58, to Harvard Law Review, vol. 43, 
and other journals. 

©The exempion for dependents is not considered here. 

‘'Or of net income from property provided the ownership were di- 
vided equally between husband and wife. 

82 Comparison of columns 2 and 4 in Table I will suggest the relations 
roughly, but not exactly, because column 2 assumes the present exemp- 
tion ig $3,500 for a married couple. 

53 State estate taxes, where they occur, are digested merely to absorb 
fully the 80 per cent credit allowed under the Federal tax. They need not 
be considered here. 
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never appears with respect to the husband’s share, 
since the fact that he has previously managed the 
property helps to emphasize that he is not suceeding 
as heir to his own half of the community property. 

The inheritance tax-laws of all of the community 
property states** recognize that there is no transfer 
of ownership involved when the widow takes over 
her half of the community property, just as all 
recognize that the husband is not succeeding as heir 
to that half which is already his. The converse is 
also true, that when the surviving spouse inherits 
part or all of the decedent’s community property, 
either by will or under the intestate laws, the succes- 
sion constitutes a taxable inheritance, excepting in 
certain circumstances in California and Louisiana. 
In California, when the husband succeeds under the 
intestate laws to his wife’s share in the community 
property, he does so free of tax “by reason of previous 
investiture.”*> In Louisiana, the surviving spouse 
receives tax-free a usufruct for life in the share of 
the community that belonged to the pre-deceased 
spouse, provided the latter has left issue of marriage 
with the survivor and has not otherwise disposed of 
the property by will or testament. Also exempt in 
Louisiana i is the return of the wife’s dowry, defined 
as “the effects which the wife brings to the husband 
to support the expenses of marriage.”*® 


2. Income Taxes 


Among the community property states, Idaho 
alone has a personal income tax. This measure was 
enacted in 1931 and became effective May 13.87 New 
Mexico adopted a poorly drafted income tax law in 
1919, but repealed it in 1921.58 


Neither the repealed New Mexico law nor the 
current Idaho statute refer to the community prop- 
erty system or take specific account of its existence. 
The provisions for personal exemptions and the fil- 
ing of returns are not materially different from those 
in other states.*° The New Mexico act required a 
return of income from every person whose income’? 
during the preceding calendar year was $5,000 or 
over, and there was no reference to joint or separate 
returns by husbands and wives. Presumably ‘this 
meant that wives and husbands whose community 
income amounted to more than $5,000 each would be 
required to file separately. The personal exemption 
for “each head of a family, married and living with 
wife (or husband)” was fixed at $2,000; for each 
“head of a family not married or not living with wife 


(Continued on page 338) 


‘4 Nevada has no inheritance tax, the tax imposed by Laws 1913, 
c. 266, p. 411, having been repealed by Laws 1925, c. 27, effective July 1, 
a Probably the rules stated in the text were applied under this law 
also. 

% Letter of R. W. Smith, inheritance tax attorney, California con- 
troller’s office, dated Dec. 6, 1924; quoted in Pinkerton and Millsaps, 
Inheritance and Estate Taxes, (1926), sec. 183. Apparently this rule 
holds even for property acquired since June 29, 1927. Cf. C. C. H. 
Trust Department and Insurance Trust Service, 1931-32, par. 4700, Cali- 
fornia, where the rule is stated, ‘Transfers are taxable when made— 

- _(e) under community property upon the death of the husband; 
one- -half of the community property is taxable.’’ Note that there is no 
reference to a tax at the death of the wife. 

86 Revised Civil Code of Lowisiana, arts. 916, 2337. Cf. Pinkerton and 
Millsaps, op. cit., sec. 185; Succession of Marshall, 118 La. 212, 42 So. 
778; and see also Succession of Baker, 129 La. 74, 55 So. 714. 

8i Tdaho, Laws of extra session, 1931, c. 2. 

88 New Mexico, Laws of 1919, c. 123, pp. 267-70, approved March 17, 
1919; repealed by Laws of 1921, c. 17, p. 21, approved and effective 
February 26, 1921. 

88 Cf. Morrison, Vernon G., State Income Tax Laws, Applicable to 
Personal Incomes: A Tabular Digest (1931), Table III-A, column 5. 
® Whether gross or net income was not stated. 






























Legal Citation 
State and 
Title of Tax 
, a Act. 369, Acts 
1931. License 
Tax. 



















Vla.......| House Bill No 
8-X, Laws 
1931. License 
Tax. 




































Par. 109, General 
Revenue Act 
of 1929. 

Chain Store Tax 

or License Tax. 





Chap. 207, Laws 
of 1929 
License fee. 

















Ky........| Chap. 149, Laws 
1930. 
Gross Sales Tax 




















Art. 1, Chap. 90, 
Acts 1930. Sales 
Tax. 


Cha,. 345, Rev- 
enue Act of 
1929. 

Branch or Chain 
Store License 
Tax. 





No. 829, Acts of 
1930. 
License Tax. 






of 1928. 
Distributing 
House License 


Tax. 


































Taxables and Measure of , Day of Date return Date tax Administration | Disposition 
- Rate of Tax Exemptions or information A of of Constituti 
Exceptions Tax taxable status aes is due on tional 
LS |S EA ORES mg (Ore 
Every person, ete.| Number of stores} (a) One store—$1.00. “se Pc niadesiia Upon a tion} Upon application} Annually u State Tax Com-/ Schoe! Relief decision. 
operating, ete. one (b) 2 to 5 stores—$10.00 for each additional store. or at Dec. 31. ap estion mission. Fund. a 
or more stores, re- (c) On each store over 5 but not over 10, $15.00. upon re- 
tail or wholesale; (d) On each store over 10 but not over 20, $25.00. newal applica- 
except any business (e) On each store over 20, $75.00. tion. 


Principally selling 
or distributing 
petroleum products 


Any person, etc. oper- 
ating, etc. one or 
more retail stores; 
except filling sta- 
tions selling exclu- 
sively gasoline and 
other petroleum 
products. 


Person, etc., operat- 
ing, ete. a retail or 
wholesale chain of 
more than 5 stores 


Any person, etc. oper-! 
ating, etc. a retail/ 
or wholesale store 
or stores. 





Retail merchant oper- 
ating, etc. a store 
or stores; ercept 
farmers and sellers 
of farm products 
raised by them in 
Kentucky. 





Any person operating 
more than 5 retail! 
stores, 2elling tan- 
gible property; er- 
cept selling of honds 
and stocks, insur- 
ance companies 
paying premium 
tax, certain other 
companies, certain 
banks, non-profit 
organizations, per- 
sons paying tax 
under Sea Foods 
Act, and insurance 
proceeds. 





Every person, eto. 
operating, etc. 2 or 
more retail stores 
ercept automo- 
bile and motor- 
cycle dealers and 
service stations. 


Person, ctc. operat- 
ing, ete. one or 
more retail stores; 
except gasoline fill- 
ing stations. 


Chap. 45, Laws! Any person, etc. oper- 


ating, etc. a distri- 
buting house (other 


than the house or| 


place of manu- 





facture) to dis- 
tribute goods 
among his retail 
stores. 


'The statute provides for county and municipal taxation of stores as follows: (a) If store or stores 
are operated in same county then application is made to tax collector of that county. 
license tax of 25% of the state license tax is im 


pality may leva a tax of 25% of the state license tax, provided such county and municipal taxes are 
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CHAIN STORE TAXATION AS OF JULY 15, 1931 


Copyright 1931, Commerce Clearing House, Inc. 


















































Number of stores’ One store—$5.00. Nene... .0.c.0.. Upon application} Upon application} Annually wu 1, State Comp-| 1 Btate........ No decision. 
and their loca- s - and on Sept.30. ap eation troller. 4 7 ‘ 
tion. In any one County In Different Counties upon re-/ 2. County Tax | 2. County.! 

 anssnignentgnessestieynsniedienestl sth oeaitnsesemasiteibasaetioniieinest applic; Collector.' 
2 to 15 stores—$10.00) 2 to 15 stores—$15.00 tion. 3.County Judges.| 3. Municipality. 
for each additional] for each additional us + 


store. store. 

15 to 30 stores—$15.00} 15 to 30 stores—$20.00 
for each additional| for each additional 
store. store. 

30 to 50 stores—$20.00| 30 to 50 stores—$30.00 
for each additional] for each additional 
store. store. 

50 to 75 stores—$30.00) 50 to 75 stores—$40.00 
for each additional] for each additional 


store. store. 
$40.00 for each store} $50.00 for each store’ 
over 75. over 75. 





$3.00 for each $1,000.00 of stock carried in each 
store (additional) . 



























Flat rate. . $50.00 for each store when more than 5 stores.| None. .........). 00... cccccemeesfececeectecsceeesfeceececceeuenes Comptroller)................ No—Woolworth v. 
General (156 ison. Ga. Sup. 
8. E. 904.) Ct., 1931. (156 
8. E. 904.) (Ga. 
23 5811.) (1931 
CCH 12,026; Req. 
36,633.) 









Number of stores} (a) $3.00 for one store. None 



























anaes Upon application} Upon application} Annually upon] State Board of] To State.......| Yes—State Board 
(b) 2 to 5 stores— $10.00 for each application. Tax Commis of Tax Commis- 
additional atore sioners. sioners v. Jackson. 


(e) 6 to 10 stores— $15.00 for each 
additional store. 
(d) 11 to 20 stores—$20.00 for each 
additional store. 
(e) $25.00 for each store over 20. 


U. S. Sup. Ct., 
1931. (51 Sup. Ct. 
540.) (Ind. CT p. 
34J.) (1931 CCH 
12,073; Req. 43,- 
567.) Petition for 
re-hearing is pend- 
ing. 
State Tax Com-| 14 to State, 4 to| Yes—Moore v. 
mission. Board of Char-| State Board of 
ities and Cor-| Charities and Cor- 
rections. rections. Ky. Ct. 
of Appeals, 1931. 













Volume of gross} (a) 1/20 of 1% of gross sales of $400,000.00 or 
retail sales of less. 

(b) 2/20 of 1% of excess: of gross sales over 
$400,000.00 but not over $500,000.00. 

(c) 5/20 of 1% of excess of gross sales over 
$500,000.00 but not over $600,000.00. 


1. Any special 
license, excise, 





Dee. 31...... , 









On or before Feb.) Annually within 
i. 30 days after 
notification of 

amount of tax. 


all stores. 









































(Ky. CT 560.) 
(d) 8/20 of 1% of excess of gross sales over (1931 CCH 12,095; 
$600,000.00 but not over $700,000.00. Req. 46,168.) 


(e) 11/20 of 1% of excess of groas sales over 
$700,000.00 but not over $800,000.00. 

(f) 14/20 of 1% of excess of gross sales over 
$800,000.00. but not over $900,000.00. 

(g) 17/20 of 1% of excess of gross sales over| 
$900,000.00 but not over $1,000,000.00 

(h) 1% of excess of gross sales over $1,000,000.00. 

























Gross income of 


Y of 1% (additional) of the gross income of all 
all stores. 


stores. 


(a) Taxes on ad- 
missions. 
(b) Sums receiv- 


Annually 


and) Annually andj State Tax Com-| State 
quarterly. \ 


quarterly. Tiasion. 





Interlocutory In- 
junction granted 
by U.S. Dist. Ct., 
Southern Dist. of 
Miss., Sept. 9, 
1930. Appeal to 
U. S. Sup. Ct. 
Pending. (Miss. 
CT 134.) 










































under privilege 
tax law of 1930, 


ete. 
(f) Registration 
fee. 














Number of stores} $50.00 for cach store in excess of onc. 


Upon application | Upon application} Annually on or} Commissioner of 
before June 1. Revenue. 


Yes — The Great 
Atlantic & Pacific 
Tea Co. v. Max- 
well, N. C, Sup. 
Ct., 1930. (154 
S.E. 838.) (N. C. 
CT 72HH.) (1930 
CCH 12,125; Req. 
23,168.) 



















































Flat rate per| Ist...........$ 5.00 16th 80.00] None.......... ae ean are Annually on or] Tax Commission.| State.......... Procedure suspend- 
store. es 17th 85.00 before Apr. 1. ed until U. S&S. 
, 15.00 18th.. 90.00) Supreme Court 
| ees 20.00 19th... 95.00 rules on petition 
ibgowsweneta 25.00 20th - 100.00 for re-hearing in 
_ Ses: 30.00 2iet... . 105.00 . (8. C. 
_ Sera: 35.00 22nd... + 110.00 CT 78M.) (See 
Pitieassooude 40.00 2ard.. - 115.00 Ind. above.) 
DE cucegeseen 45.00 24th.. - 120.00 
10th . 50.00 25th . 125.00 
aes 55.00 26th - 130.00 
SES 60.00 27th . 135.00 
Dinecssenes 65.00 28th - 140.00 
C—O 29th.. - 145.00 
15th. conn 30th......... 150.00 


’ For each store over 30.... 150.00 








































Graduated bythe} Amount of Purchases a | ee At beginning of| On Jan. 1 or| Upon application Dyetans Pi skdsvcrcecedous Yes—Great Atlan- 
amount of pur-| $1,000.00 or less . $10.00. businessandat} within 10 days} and annually ‘axation, tic & Pacific Tea 
chases.? $1,000.00 to $2,000.00.. $20.00. Dee. 31. later. after Dec. 31. Co. v. Morrissett. 

$2,000.00 to $100,000.00 (a) $20.00 for first U. 8. Dist. Ct., 
$2,000.00. Eastern Dist. of 
(b) 20c on the $100.00 Va., 1931. (Va. 
on the excess from CT 78J.) (1931 
$2,000.00 to $100,- CCH 12,076; 
000.00. Req. 43,125.) 


Over $100,000.00...... 






graduated only on the number of stores situate in such county or municipality. 5 . 
pe ab ~ h such house are regarded as purchases. Sec. 188 defines purchases as “‘all goods, etc. 
manufactu 


(b) A count 
y y such merchant and sold or offered for sale as merchandise.’ Sec. 188A further 
defines “purchases.” 


upon each store and each incorporated munici- 
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of 
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OVERCHARGES 
and 
FORFEITURES 


LIFE INSURANCE 
RECOVERABLE 






















T= United States District Court of the Southern 
District of New York has joined with two other Fed- 
eral district courts in holding that Section 302 (c) of the 
1926 Act, which provides that transfers within two years 
of death “shall be deemed and held to have been in con- 
templation of death,” is unconstitutional.’ ee 
It is probable that one of the cases will be certified 






























Will your bene- 
ficiary receive all 














































































































Ser: directly from the district court to the United States Supreme sT |. the Life Insurance 
— Court, so that the issue may be settled as quickly as yRANC pice (E 
rhs ourt, so at ss A Ss ‘ Wes INS ACT i 
hen possible. If Section 302 (c) is held invalid by the United LIF DAMENTALS SP . you are paying 

States Supreme Court, Congress will be impelled to oye F Prt for, and has your 
doard some other means of inhibiting wholesale evasion of the “3 
kaon. Federal estate tax. ; , estate been pro- 
ci Section 302 (c) was enacted in 1926 geo, . seems, tected as provided 
T p. - =e i 
cc Congress was persuaded to repeal the gift tax by argu- : 
Mo ment that a tax on gifts is unconstitutional. The United by law, against 
pend- States Supreme Court subsequently found no conflict with unwise invest- 
_ the constitution in the levy of the gift tax. (Bromley v. t teenie 
jt McCaughn, 280 U. S. 124; O’Connor v. Anderson, 280 UV. S. ments, innherit- 
1. Ch 615.) If it is determined that Congress in 1926 shifted ance, income and 
3605 to an invalid means of attempting to prevent easy avoid- at d 
_ ance of the Federal estate tax, it seems logical that the estate taxes an 

gift tax will be reenacted. It is expected, in view of the expenses? 

large Treasury deficit, that Congress will exercise more- 

than-ordinary care to prevent leaks in present revenue 

sources. ° 
" PY es men are busy, but every business 
ante . . 
x — ‘ man shoul 
st of ‘Ts preliminary statement of internal-revenue collec- t a know cn about life wentgnanpenen 
ae tions for the fiscal year ended June 30, issued on August © properly protect 11S business interest in the 
(Miss 17, did not substantially differ from the estimate which various forms of policy contracts and the prin- 

was published in the August issue of THe Tax Macazine. ciples and practices of the Life Insurance Com- 

[he drop in collections from the preceding fiscal year panies. 

amounted to $611,916,979, or 20 per cent. F ‘ : 

_ Receipts, by general sources corresponding to the titles This book contains no poetry or idle fiction. 

a _ ge — of Bg ages’ Maina. gong last -three It is a business book for busy men, designed as 

is ‘ s : : ons 
Ge ee Paty ee a a : “y 8 . a text or hand book to clarify life insurance, 
acific n ousands imi ; 
‘Mw ie thie, i _ sisi eliminate waste and to save the policyholder 
ve Income Heh cee Oe er oven nacre Ree $2,331,274 $2,410,259 $1,860,040 many times its cost in a single transaction. 
1930 Ee ee Sn te aren re 7 64,770 48,078 i z ; ° 
Ree. Cigars, tobacen, tc. ...........:.:. 434,445 450,339 444,277 Size of book 57/2x8 inches. 192 pages, printed 

Admissions and dues .............. 17,328 16,752 14,257 on heavy library text paper, handsomely bound 
spend. Excise tax, manufacturers besten etna 5.712 2,665 138 : d k d : Al ibl ° a . 
i Special taxes, incl. capitalstock tax: 6,562 17 836 07 in a dark red semi-flexible sealskin Fabrikoid, 
iti ee re eee nares ‘ 2 46,954 MH : 
ng i Miscellaneous taxes ............... 4,887 5,301 3,446 a useful ornament to the Desk. Owing to its 
&c naigeticbinte, Hapecranibee nature, this book cannot be sent on approval. 
rr Serre nee i eer ye eer rece aye 

wae eee ripen gh! The Wise Man Seeks Wisdom, 
_ Income tax payments by corporations and individuals Th ‘ 
for the three years, in thousands of dollars, were: e Foolish Laugh and Turn Away. 
1929 1930 1931 

CIE, isos Secs ase sce ere $1,235,733 $1,263,414 $1,026,393 One of i ici H 
Atlan ey ate Oey Meine! See ps ean © ats 1,095,541 1,146,845 833,648 e = Our clients whose policies we audited 
Ts aa Sz Gas received a cash refund of $22,500.00. 
risse’ Tota TTC Ce ’ ’ ’ A 5 ’ , . ee 
ots B. Ben oy ane The readjustment of these policies caused an 


During the fiscal year 1931 tax refunds amounted to annual saving of over $4,800.00. 


$69,476,930.26, of which $63,127,955.21 was on account of 
income tax Over-assessments. Additional assessments re- 
sulting from office audits and field investigations are re- 
ported to have been $382,788,085.45. Additional income 


_1Guinzburg, H. K. et al., Executors, v. Anderson (July 28, 1931). 
lhe other corresponding decisions are Sohn L. Hall et al, Sercttere, v. 
Thomas W. White, 48 Fed. (2d) 1060 (District Court, District of 
Massachusetts), and John H. Donnan et al., Executors, v. Hetner, 
ae by the District Court, Western District of Pennsylvania, 
une 25, 1931. 
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taxes made up $351,285,215.59 of the total and estate tax 
delinquencies accounted for $25,109,773.82. 

During the fiscal year 1930 tax refunds amounted to 
$126,836,332.22, while $303,035,026.98 in delinquent taxes 
were collected. 


A NUMBER of interesting suggestions for more effec- 
tive administration of Federal taxes are made in the 
report of the Special Committee on Federal Taxation 
which will be submitted at 54th annual meeting of the 
American Bar Association, which will be held in Atlantic 
City, September 17-18. The report follows: 

“During the last session of Congress no general considera- 
tion was given to revenue legislation, and members of the 
Committee were repeatedly advised that nothing but 
ciiergency matters would be considered. As a conse- 
quence it was determined that the time was inopportune 
for the introduction of the bill approved at the Chi- 
cago meeting of the Association last August (A. B. 
A. Reports, Vol. 55, pages 73-75 and 511-516), conferring 
jurisdiction upon the United States-Board of Tax Appeals 
over proceedings for the recovery of taxes, following the 
rejection of claims for refund, and making other changes 
in Section 3226 of the Revised Statutes as amended. 

“While beginning in March of this year a greatly in- 
creased number of formal petitions were filed with the 
Soard of Tax Appeals, producing a statistical impression 
that the Board had not been progressing as rapidly in the 
disposition of cases as it had in preceding years, an in- 
vestigation of the situation has indicated that this is largely 
a temporary condition. That is to say, faced with a 
two-year statute of limitations for determining deficiencies 
for the taxable years ending in 1928, and also faced with 
the three-year statute applying to taxable years ending 
in 1927, the Bureau of Internal Revenue found it neces- 
sary to issue a large number of letters proposing deficien- 
cies, notwithstanding the absence of prior adequate 
consideration of the merits. 

“In order to preserve their rights, taxpayers were forced 
to file many petitions to the Board of Tax Appeals which 
are now being rapidly disposed of by compromise without 
trial. The net result of this situation is that your committee 
has no reason to question the soundness of the action 
of the Association in 1929 when it proposed to add to 
the function of the Board of Tax Appeals jurisdiction 
over suits based on rejected refund claims, and we continue 
to believe that this subject should be presented to the 
Congress at the first indication that that body is in a 
mood to consider a general revision of the revenue acts. 

“No Federal tax legislation has been enacted this fiscal 
vear, except that in the last hours of Congress on March 
3, 1931, a joint resolution was rushed through in an at- 
tempt to avoid, at least prospectively, the effect of the 
decisions of the Supreme Court in Burnet v. Northern Trust 
Company, 51 Sup. Ct. 342, Morsman v. Burnet, 51 Sup. Ct. 
343, and McCormick v. Burnet, 51 Sup. Ct. 343, by amending 
Section 302 (c) of the Revenue Act of 1926 so as to make 
the estate tax expressly applicable to transfers in trust 
where possession or enjoyment of income from the trust 
property was retained during the life’ of the transferor 
or where the right was reserved to designate the persons 
who should possess or enjoy the trust property or the in- 
come therefrom. 

“As a result of discussion aroused by the preliminary 
report on depletion of the Congressional Joint Committee 
on Internal Revenve Taxation (Vol. I—Part 8), the Joint 
Committee held hearings on the depletion of mines on 
Dec. 9-12, 1930. It was expected that the staff of the Com- 
mittee, after conference with the Treasury officials, would 
make a further report on this subject, to be referred, 
after consideration by the Joint Committee, to the Com- 
mittee on Ways and Means and the Committee on Finance. 
The Joint Committee has also during the last year is- 
sued a preliminary report on earned income (Vol. II— 
Part 1), in which an increase in the earned income credit 
is advocated; a second report on refunds and credits of 
taxes, covering the calendar year 1929; and a proposed 
codification of all internal revenue laws. 

“In the interest of a close understanding with those 
concerned in tax administration, conferences have been 
had by your committee with,.and memoranda of various 
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suggestions have been submitted to, Assistant Secretary 
of the Treasury Arthur A. Ballantine, Commissioner of 
Internal Revenue David Burnet, General Counsel of the 
Internal Revenue Bureau C. M. Charest, Chairman of the 
Special Advisory Committee Joseph K. Moyer, and Chair- 
man of the Board of Tax Appeals Logan Morris. 

“The frankness of expression~in these conferences, the 
cooperative spirit of the officials approached, and the gen- 
eral clearing of the atmosphere always resulting, are con- 
vincing evidence of the value of some such organization as 
your committee attempting informally to voice the ideas of 
the bar. Some of the matters thus discussed are the fol- 
lowing: 

“A. Board of Tax Appeals.—1. It is suggested that the 
name of the Commissioner of Internal Revenue be omitted 
from the title of proceedings, both in the Board of Tax 
Appeals and in the appellate courts, so that upon a change 
of commissioners a wholesale substitution of parties would 
be unnecessary. It would seem that this object could be 
secured, pursuant to Section 1001 (b) of the Revenue Act 
of 1926, through a revision of the rules of the Circuit Courts 
of Appeals, and that a memorial addressed to the confer- 
ence of senior circuit judges, which meets in Washington 
in September, would be proper. Your committee proposes 
to prepare such a memorial after consultation with the 
General Counsel of the Bureau of Internal Revenue. 


“2. To the end that so far as possible the members of 
the Board who see and hear the witnesses in a case should 
make the decision in that case, the possible wisdom is sug- 
gested of changes (a) in the number of members sitting 
in the hearing of a case, (b) in the number of members 
reviewing cases which have been heard, and (c) tending 
toward the rendering of more decisions from the bench 
at the conclusion of the hearing of cases. 


“B. Special Advisory Committee—1l. It is complained 
that the settlement processes of the Committee are becom- 
ing crystallized and inelastic, and that the degree of proof 
required by the Committee is in excess of that required 
by the Board of Tax Appeals and is tending to become in 
excess of that required by the Income Tax Unit. It is 
suggested that unceasing effort be made to keep the ap- 
proach of the Committee members and conferees to each 
new case fresh and untrammelled by rule of thumb, to the 
end that the Committee may not degenerate into merely 
another bureacratic body. 


2. It is complained that the Committee member seldom, 
his Committee group almost never, and the full Committee 
never, has an opportunity to hear the taxpayer’s presenta- 
tion of his case, and that accordingly the question of settle- 
ment is eventually decided by individuals who receive their 
impression of the taxpayer’s position only. at second or 
third hand. This often results in a temptation to a Com- 
mittee member to reject the tentative agreement reached 
with the conferee as a trading maneuver without adequate 
consideration solely of the merits of the case. It is sug- 
gested 

(a) That whenever possible the Committee member sit 
in at conferences, as the time thus spent would be pretty 
much made up by gaining the time otherwise needed i 
learning about the case from his conferee; and 

(b) That, except in cases which he may regard as of 
such unusual importance as to require collaboration, a 
single member of the Committee, subject to the supervision 
of the Chairman, be empowered to approve settlements. 


“3. It is suggested that the Committee’s freedom of 
action be enlarged and that it be made so far as possible 
independent of other branches of the Bureau. A practice 
which is particularly prejudicial to fair settlements is the 
reference of valuation questions to the Valuation Section, 
and frequently to the same engineer who passed on’ the 
question in the Income Tax Unit. It has never been re- 
garded as sound procedure for the judge below to appear 
as an advocate when the case is heard on appeal. 

“C. General Counsel’s Office—l. It is suggested that 
the existing serious delays in passing cases through the 
General Counsel’s Office could be lessened by avoiding 
unnecessary duplication of review by several members of 
the staff. So far as possible the responsibility and au- 
thority for a decision should be placed in those members of 
the staff with whom the taxpayer comes into personal 
contact in the presentation of his case. 
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“2. It is suggested that a denial to lawyers in the 
General Counsel’s Office of the same privilege of friendly 
relationship with other lawyers which exists among lawyers 
in general, although representing opposing clients, would 
be inconsistent with the principles and traditions of the 
legal profession. 

“D. Administrative Units—1l. It is complained that the 
computation of interest on refunds and credits is too 
frequently wrong, and, when wrong, adverse to the tax- 
payer. It is suggested that the Interest Section be re- 
quired to allow all lawful interest to a taxpayer, even 
though he may not insist upon it. Cases involving any 
doubt should be carefully considered and not resolved 
against the taxpayer as of course. 

“2. It is complained that the delivery of refund checks 
is delayed and made unnecessarily complicated. It is sug- 
gested, for example, that the requirement of a taxpayer 
certifying to the Collector that he has taken no credit be 
abolished as unauthorized and as a superfluous annoyance. 

“3. It is suggested that it is administratively possible 
within the scope of the existing statute and for the ad- 
vantage of the taxpayer and the Government that the rules 
with respect to the valuation of securities and other prop- 
erty, particularly in the case of decedents’ estates, be 
liberalized to take into consideration abnormal rises and 
falls in market value. 

“In view of the serious Treasury deficits resulting from 
the present shrinkage in taxable incomes, discussion is rife 
as to the advisability of broad tax revision and the tapping 
of new sources of revenue. It is idle to speculate whether 
the imminence of the 1932 election will prevent any general 
legislation next winter, but material changes in the Fed- 
eral system of taxation are quite likely bound to come. 
Meanwhile, your Committee on Federal Taxation can be of 
public service in winnowing the many proposals that will 
be advanced.” 

(Signed) Hugh Satterlee, Chairman; George M. Morris, 
Secretary; Clarence N. Goodwin, Albert L. Hopkins, Louis 
A. Lecher, Robert N. Miller, Harry C. Weeks. 
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6 HAT a policy of radical retrenchment in expenditures 
by the Federal Government will serve to aggravate the 
business depression and therefore do more harm than good 
is gaining recognition. 

Now when general confidence in the business outlook is 
at ebb-tide, the Federal Government can afford to exem- 
plify conviction that the United States is not on the brink 
of economic disaster by conducting its affairs on a normal 
basis and thus encouraging a revival of private business 
conduct necessary to the restoration of normal consump- 
tion of commodities which are now glutting the markets. 

At the Institute of Politics at Williamsport, Mass., on 
August 14, Professor Jacob Viner of the University of 
Chicago, an eminent economist, declared that the present 
policy of the Federal Government is “basically unsuited to 
the conditions of the moment.” 

“Tax heavily, spend lightly, redeem debts, are sound 
treasury principles during a period of dangerously rapid 
business expansion,” said Professor Viner; “tax lightly, 
spend heavily, borrow, are equally sound treasury princi- 
ples during a period of acute economic depression. 

“It is unfortunate that the United States Treasury policy 
is at present being administered on these traditional lines 
of ‘sound, orthodox principles.’ 

“In times of depression, they are, at least for a govern- 
ment with unexhausted borrowing powers, in most re- 
spects exactly the opposite of ‘sound’ policy, if what is to 
be served are the interests of the country as a whole and 
not merely the convenience and the prestige of the Treasury 
itself. Really sound treasury policy in a world in which 
business depression is a recurrent phenomenon should be 
a function of the state and should be conducted so as to 
contribute to the smoothing out of business fluctuations 
rather than so as either to accentuate them or to insulate 
itself from them regardless of the repercussions on busi- 
ness in general. 

“The time for ‘economy,’ for restricted expenditures, for 
increased taxation and liquidation of outstanding indebted- 
ness is when a policy of this sort may act as a brake on an 
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Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get. 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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incipient boom. But when business activity is declining or 
is stagnant and at a low level, increased expenditures, re- 
duced taxation and budget deficits are, from the point of 
view of the national econdmy as a whole, sound policy 
rather than unsound.” 





Se Court of Appeals Section of the Appeals Division 
of the General Counsel’s Office has been abolished 
and in its place a new section to be known as the Brief 
Review Section has been established. This section will 
be composed of Shelby S. Faulkner, Chief, P. S. Crewe, 
S. A. Suydam and R. L. Williams. 

The order of the General Counsel making the above 
changes contained the following instructions: 

“Hereafter cases appealed from the Board will be re- 
tained by the trial attorneys, who will settle the records, 
prepare the appeal briefs and do such other work as is 
required by the Appeals Division in connection with cases 
appealed to the courts. 

“The Brief Review Section will review all briefs both 
for the Board and for the appellate courts. A contact 
covering all matters of procedure relating to appeals from 
Board decisions will be established between the section 
and the trial attorneys. The section will assist the at- 
torneys in preparation of briefs by furnishing them with 
memoranda giving references to briefs and other sources 
of material which may be helpful, and will arrange for 
the handling of all emergency matters relating to appeals 
during the absence of trial attorneys.” 

As a further means of coordinating the legal work 
in connection with tax cases and of effecting greater uni- 
formity in practise, the following instructions to the 
attorneys of the Appeals Division have been issued by 
Ottamar Hamele, head of the division. 


“1. In compliance with a request of the Secretary, there 
will be kept in the Appeals Division, beginning as of July 1, 
1931, an index of contested questions before the Board of 
Tax Appeals and in the appellate courts. This index 
will cover the contested questions in (a) the cases before 
the Board reported as awaiting decision on the merits at 
the close of June, (b) the cases now pending undetermined 
on appeal plus those hereafter appealed, and (c) cases 
now and hereafter set for trial, which cases are more 
particularly described in paragraph 5 below. 

“2. This index of questions will be utilized in the 
study of general problems relating to the cases filed with 
the Board of Tax Appeals. Also, it will furnish a picture 
of the work of this division immediately at hand and will 
be used to secure greater coordination in the treatment 
of identical questions. 


“3. The questions set up on the docket cards cannot 
be used to make up this index. It will be necessary for 
each attorney to report each contested question on a 
separate filing card. This should be done as soon as 
practicable. A supply of cards prepared for the purpose 
may be had on requisition. Across the top of the card 
will be given the name of the taxpayer, the docket num- 
ber, the nature of the tax, whether income, excess profits, 
or estate, and the present status of the case, as, for ex- 
ample: ‘Tried June 30, 1931,’ ‘Trial, July 15, 1931,’ or if 
the case is on appeal, ‘October 1931 term.’ The question 
should be carefully stated in the form in which questions 
are set up in a well prepared brief and after the follow- 
ing examples: 

Is the petitioner an exempt corporation within the 

meaning of Section 103 of the Revenue Act of 1928? 

May one receiving income for his life from a trust 
fund, make a deduction for exhaustion based on his 
life expectancy, under Section 214 (a) (8) of the 

Revenue Act of 1918? 


Whenever practicable, the question should contain a ref- 
erence to the applicable section of the law, and should 
mention the general subject involved, such as exempt cor- 
poration, exhaustion, etc. When a case contains more 
than one question, a separate card will be prepared for 
each question. Each card should be initialed in the lower 
left corner by the attorney who prepared it. 

“4. The cases now and hereafter in the appellate courts 
should be treated in the same manner, without changing 
the title of the cases to conform to appellate procedure. 
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However, there should be added a notation indicating who 
took the appeal, and to what court, as, C.A.-CCA-1, or 
T.A.-CCA-1. ; 

“5. As to each case now and hereafter set for trial 
before the Board, the attorney to whom the case is as- 
signed will wait ten days after the mailing of the form 
letter asking the taxpayer’s attorney whether he will be 
ready for trial when the case comes up. If at the end 
of that period, no answer has been received, or the tax- 
payer’s attorney has advised that he will be ready, the 
initial work of the attorney to whom the case is assigned, 
will be to prepare immediately a careful set-up of the con- 
tested questions therein and report the same at once on 
index cards as above outlined. It is important that this 
work be done without delay. If a case, on account of 
which cards have been prepared, is continued without 
date, the cards will be withdrawn from the index and 
returned to the attorney to hold in the file until the case 
is again set for trial. It is intended that the questions in 
the index shall at all times be the live questions imme- 
diately before us for consideration. 

“6. As soon as a case is closed, the cards relating there- 
to will be withdrawn from the index. 

“7. Cards should be sent to W. W. Kerr, Room 5047. 
They should be accompanied by a memorandum, signed by 
the attorney, referring to ADC-17, and showing whether 
they belong to class (a), (b) or (c) as designated in para- 
graph 1 above. When a case contains more than one 
question, the index cards relating to that case should be 
clipped together.” 

Another division order states that it is the policy of the 
Appeals Division to stipulate the undisputed facts in cases 
before the Board, as far as possible. 

In cases involving questions of law alone, the Govern- 
ment’s attorneys are urged to take the initiative by sug- 
gesting to the taxpayer’s attorney that the latter prepare 
a stipulation and submit it for consideration. 

In cases involving mixed questions of law and fact, 
Government attorneys are instructed that they should not 
hesitate to stipulate the undisputed facts, provided such 
stipulations do not deprive them of opportunities to bring 


out needful proof on the cross-examination of adverse 
witnesses. 


Stipulations of facts, it is stated, usually reduce the size 
of the record, save the time of the Board, present proof 
in an orderly manner, are a convenience to attorneys on 
both sides and tend to promote a friendly feeling between 
taxpayers and the Government. 


The Community Property Tax System in 
its Relation to Taxation 
(Continued from page 333) 


or husband”? it was $1,000. The Idaho statute allows 
a personal exemption of $1,000 for each single person 
filing a return, and $2,500 for each head of family 
or married person living with spouse. It follows the 
Federal act in allowing husband and wife living to- 
gether to take the head of family exemption either 
in a single return or divided between separate returns, 
as they choose, and in limiting the total exemption 
of husband and wife to the maximum head of family 
allowance. 


F. Conclusions 
1. State Taxation 


From the foregoing summaries of relevant pro- 
visions in the inheritance and income tax laws of 
community property states, it will be evident that 
this system of ownership raises no fundamental ques- 
tions of policy in state taxation. Within a state, the 
community property system creates no problem of 
uniformity, as it does tor federal taxation. All mar- 





%' There was no provision for single persons not heads of families. 
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ried couples in a community property state will be 
governed by the system or will have elected specifi- 
cally, and presumably with knowledge of the bur- 
dens involved, to modify or abandon the system to 
suit their particular desires. There may be some 
complications with respect to immigrant families 
whose previous acquisitions are not community 
property, but such complications are of minor impor- 
tance.*? 

Aside from the difficulties caused in Federal tax- 
ation, the variations between the community prop- 
erty system and ‘the common law system (with its 
statutory modifications) might be viewed simply as 
one of the many instances of interstate diversity in 
legislation. They raise directly no special problems 
of policy in state taxation. It is impossible, however, 
to consider the two systems without noticing that, 
although each implies in its essential and unmodified 
form a particular and distinct interpretation of the 
economic status of married couples, the modifications 
of the common law system tend to establish marital 
property relationships somewhat less removed from 
those of the community system. The system of 
community of property accepts the family as a part- 
nership, in which the partners have substantially 
equal shares. The common law system in its essen- 
tial and unamended form treats the husband as a 
person and the wife as though she were his ward, 
with only the rule of dower to suggest the ultimate 
partnership right of the wife; but the statutory modi- 
fications, creating separate contractual powers and 
substitutes for dower and curtesy, have tended gen- 
erally toward a more and more complete recognition 
of both the individuality of the spouses and the joint 
nature of the marriage enterprise.** But while the 
non-community states have been moving toward a 
concept in which the property relations of husband 
and wife will be those of individuals possessing sub- 
stantially equal legal capacities, they have not fol- 
lowed the community states in an extension of the 
concept to current income. In community states, 
current income belongs to the community unless it 
is of a kind or from a source specifically excluded. 
There is no analogy in non-community states to the 
legal community of income, unless income from 
property owned jointly may be so considered. 


In the light of the interstate variations, it is hardly 
a cause for wonder that there has developed no 
general clear-cut concept of the family as a subject 
for taxation. State income tax laws, like the Federal 
law, show almost everywhere some acknowledge- 
ment that a married couple differs from an individ- 
ual, and they seek to tax the income of the married 
couple differently from that of an individual. The 
end is accomplished in every case by allowing a larg- 
er personal exemption to married persons than to 


single persons. In five states, the aggregate exemp- 


® The family partnership device which may successfully be employed 
in avoiding Federal taxes on income from property (cf., supra) may 
also be of use to a family that has immigrated to a community state, 
by enabling it to attain practically the same bevel of community as if the 
system had been applicable throughout the period of marriage. 

®3«*At common law a husband and wife became one person, and the 
husband was entitled to the rents and profits from the wife’s land and 
her personal property generally passed to him. Legislation today has 
gone far to remove the disabilities of married women in regard to the 
enjoyment and disposition of separate property. These acts, commonly 
called ‘Married Women Acts,’ have by implication abolished or limited 
the common estate of curtesy, or the abolition or modification may have 
come about by an express statute.’ C. C. H. Business Laws of the 
World, U. S. Unit, vol. III, “Property,” par. 172. 
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tion allowed to married couples, reporting either in 
a single return or separately, is more than twice the 
exemption to single persons ;* four states follow the 
model draft of the National Tax Association in 
granting to married couples exactly twice the exemp- 
tion that they grant to single persons ;®* and in six 
states the aggregate exemption for a married couple 
is less than twice that of a single person.®® New 
Hampshire alone makes no distinction between mar- 
ried and single persons, but the tax in this state falls 
only upon income from interest and dividends.” 
These varying practices imply a general indecision 
as to the tax-paying ability of two persons married 
to one another and living together, compared with 
two unmarried persons, living together or not, with 
equal incomes. The question of dependents aside, do 
the unmarried individuals possess the same capacity 
to pay income taxes as a married couple which en- 
joys an equal aggregate income? Or have the single 
persons a greater or a smaller capacity? 


The property systems of the states offer no clear 
guides to the answer to these questions, but in so far 
as the tendency of property laws is toward increased 
recognition of the individuality of the spouses, they 
suggest a concept which might appropriately be 
adopted for purposes of taxation. The community 
property laws go furthest in recognizing that a hus- 
band and wife, though living together, may be indi- 
viduals in their economic relations to society ; for by 
creating a community of possessions the laws estab- 
lish an equality of persons. To tax the income of the 
community as an entity would be equivalent to tax- 
ing the income of a partnership as though the part- 
nership were a person. Consequently an income tax 
law in a community property state might well re- 
quire separate returns from husband and wife and 
forbid joint returns, allowing to each the same 
exemption allowed to any single person. The rule 
would establish a preference in favor of families, as 
units, compared with individuals, because it would 
constitute an adoption of the principal that persons, 
regardless of their marital condition, are the subjects 
of income taxation. 


For states which do not have the community prop- 
erty system, there are available the same two 
alternatives which confront the Federal Government ; 
either to tax husband and wife separately, as indi- 
viduals, allowing them to divide earned income be- 
tween them for tax purposes; or to tax the family 
as an entity. If in a particular state the prevailing 
philosophy holds the wife to be something of a ward 
of the husband, there is no inconsistency in taxing 
the husband alone on the whole income of the couple. 
In such a case, separate returns by spouses living 
together should be forbidden; to allow such returns 
would be inconsistent with a policy of taxing the 
family as an entity through its representative, the 
husband. If, however, the prevailing philosophy in a 
particular state favors the view that husband and 
wife are equal members of a partnership or quasi- 


partnership, provision might well be made for sep- 


* Georgia, Idaho, Mississippi, Virginia and Wisconsin. 

® Delaware, Missouri, North Carolina, and South Dakota. 

% Arkansas, Massachusetts, New York, Oklahoma, Oregon, and South 
Carolina. 

*% Tennessee allows no exemptions, but here too the tax applies only 


to income from interest and dividends. Cf. Morrison, op. cit., Tables 
II and VIII. 
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arate returns of income, with special stipulations as 
to the division of earned income between the spouses. 
In the latter case, the personal income tax would be 
a tax upon the incomes of living persons and not 
upon the incomes of some individuals as individuals 
and of others in partnership. 


2. Federal Taxation 


The choice of a rule to be applied to married cou- 
ples in Federal taxation is suggested by the principle 
which seems most generally appropriate for state 
purposes. The Federal Government is compelled to 
respect local property laws. At the same time, uni- 
formity of treatment, as between the sub-divisions, is 
imperative in a Federal system. The National Gov- 
ernment would be justified in achieving such uni- 
formity by adoption of the rule that seems to accord 
with tendencies in state property systems. In short, 
the Federal Government should tax married persons 
as individuals, like unmarried persons, but with some 
device for the division between the spouses of in- 
come from sources other than property. This prac- 
tice would accord not only with the tendencies of 
property laws; it would agree also with the grow- 
ing inclination to regard husbands and wives as 
equally free and independent persons in the pursuit 
of economic gain. 


Court Decisions 


Affiliated Corporations.—Two corporations are held to 
have been affiliated in 1917 when one organized the other, 
transferring to it property which had cost approximately 
$200,000 and had appreciated to a value of $1,350,000, in 


exchange for all of the new company’s stock, having a par 
value of $100,000. 


In computing consolidated invested capital of the affili- 
ated companies for 1918 and 1919, the appreciated value of 
the assets may not be included either directly, or indirectly 
by transfer to the affiliated corporation, and no increase 
in invested capital is permitted by reason of the affiliation 
and transfer in 1917.—United States Circuit Court of 
Appeals, Tenth Circuit, in Golden Cycle Corporation, form- 
erly named Golden Cycle Mining and Reduction Company and 
Pikes Peak Consolidated Fuel Company, v. Commissioner oj 
Internal Revenue. No. 332, Apr. term, 1931. Decision of 
Board of Tax Appeals, 18 BTA 118, affirmed. 


Affiliated return for 1922 is held to have been properly 
filed by two corporations, one of which owned all the stock 
of the other, and the Board’s action in holding that the 
filing of a separate return by a third company, (found by 
the Commissioner to be affiliated with the first two, and his 
finding being sustained by the Board in the absence of 
evidence of error,) precluded the filing of a consolidated 
return is held not to be supported by proof or facts.— 
United States Circuit Court of Appeals, Third Circuit, in 
Weidman Silk Dyeing Company, merged and consolidated with 
The United Piece Dye Works, now operating as The United 
Piece Dye Works, v. Commissioner of Internal Revenue. No. 
4500, March term, 1931. Decision of Board of Tax Appeals, 
18 BTA 642, reversed and remanded. 


Bad Debt, Deductions for.—Bad debt deduction on irri- 
gation district bonds acquired early in 1924 by the taxpayer 
for material furnished the district is held allowable in that 
year to the extent of 70 per cent of the face value of the 
bonds, the evidence as to conditions at the end of the year 
establishing no possible value in excess of 30 per cent of 
the face value and that the partial bad debt adjustment was 
charged off on the taxpayer’s books. 

Commissioner’s disallowance of a partial bad debt deduc- 
tion for 1925 with respect to bonds of a power company 
previously acquired by the taxpayer is approved, the evi- 
dence not establishing that any amount had been charged 
off or that a loss had been sustained during the taxable 
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year.—U. S. District Court, West Dist. of Washington, 
No. Div., in Continental Pipe Manufacturing Company, a 
Corporation, v. Burns Poe, Collector, No. 20329 


Business Expense.—Payments made in 1926 and 1927 
under a lease for coal properties, not constituting rental 
payment for those years but together representing the pay- 
ment of a bonus or rental in advance for the entire term of 
the lease, must be apportioned as an expense over the 
whole term of the lease.—United States Circuit Court of 
Appeals, Third Circuit, in Baton Coal Company v. Commis- 
sioner of Internal Revenue. No. 4535. March term, 1931. 
Decision of Board of Tax Appeals, 19 BTA 169, affirmed. 


Equity Suits for Collection of Taxes.—Equity suit will lie 
to collect from the stockholders of a dissolved New York 
corporation additional income taxes for 1919 and 1920, 
assessed against the corporation, to the extent of the cor- 
porate property transferred to them in liquidation. Bill in 
equity is held not deficient because it failed to state that 
execution had been obtained against the dissolved corpora- 
tion and returned unsatisfied, notwithstanding a provision 
in New York law that “no action shall be brought against 
a stockholder for any debt of the corporation” until judg- 
ment has been recovered against the corporation and exe- 
cution thereon returned unsatisfied, the tax involved being 
more than a “debt,’”’ which renders the State statute in- 
applicable. 


Bill in above suit was not defective as to the 1920 taxes 
because it charges that a return was filed by the corpora- 
tion on March 15, 1921, whereas the additional tax involved 
was not “duly assessed” until May 19, 1926, or five years 
and 64 days later. The 1928 Act fixes a five-year period 
for assessment of taxes under the 1928 Act, but provides 
that the running of the statute shall be suspended for the 
time during which the Commissioner is prohibited from 
making the assessment (for 60 days after mailing notice 
of deficiency) and for 60 days 
District Court, So. Dist. of New York, in United States of 
America v. Aaron Garfunkel et al. E-57-231. 


Federal Estate Tax.—Section 302 (c) of the 1926 Act, 
providing that transfers within two years of death “shall 
be deemed and held to have been made in contemplation of 
death” is unconstitutional—United States District Court, 
Southern District of New York, in Harold K. Guinsburg et 
al. v. Charles W. Anderson, Collector. -49-267. ° 


Value of Missouri real estate should be excluded from 
gross estate under Section 402(a) of the 1921 Act, by 
authority of Crooks v. Harrelson et al., 282 U. S. 55, but 
Nebraska and Iowa realty should be included, in view of 
the fact that under statutes of those States, such property 
is subject to payment of administration expenses and is 
also subject to distribution as part of the estate.—District 
Court of the United States, Dist. of Neb., Omaha Div., in 
First Trust Company of Omaha, William W. Hoagland, Frank 
P. Doolittle, Executors of the Estate of George A. Hoagland, 
deceased, v. A. B. Allen, Collector of Internal Revenue for the 
District of Nebraska. 


Warrants for stock of a Canadian corporation owned by 
a decedent, a citizen of Great Britain and resident of Hong 
Kong at the time of his death in 1926, should not be in- 
cluded in the gross estate of the decedent as “property 
within the United States,” although the warrants were in 
the custody of a New York bank, where the corporation 
owned no property, transacted no business, and had no 
agency in the United States, and no one except the dece- 
dent had any interest in or power of disposition over the 
warrants.—United States District Court, So. Dist. of New 
York, in William Edward Shenton as executor of the estate 
of Sir Catchick Paul Chater v. United States of America. 


Invested Capital.—Invested capital under the 1918 Act 
of a corporation of which former partners held more than 
50 per cent of the stock did not include any value for in- 
herited real estate transferred to the corporation by the 
partners, they having paid nothing therefor. Trade-marks 
transferred by the partners to the corporation for $200,000 
of capital stock, having had a cash value of that amount, 
constituted invested capital to the extent of 25 per cent of 
$793,000, the amount of outstanding stock at the beginning 
of each of the taxable periods. This valuation is the maxi- 
mum allowance under 325 (a) (5) of the Revenue Act of 















0, 


tes 


of 


it, 
all 

of 
att, 
pet 


om 
by 
but 
of 
rty 
l is 
rict 
, in 
ank 
nd, 
the 


by 
ong 

in- 
erty 
e in 
tion 

no 
ece- 

the 
New 
state 


Act 
than 
r in- 
the 
arks 
,000 
unt, 
at of 
ning 
1axi- 


ct of 





1918.—District Court of the United States, Western Dis- 
trict of Kentucky, in Paul Jones & Co. v. Robert H. Lucas, 
Collector. No. 1049 


Obsolescence of Trade-marks and Brands.—Deduction 
for obsolescence of trade-marks and brands due to prohi- 
bition was not allowable for the period August 1 to Decem- 
ber 31, 1918, and a deduction for that period allowed by the 
Commissioner should be restored to income. 

Deduction for obsolescence of trade-marks and brands, 
for the year 1919 allowed by the Commissioner, should be 
eliminated but the loss sustained, represented by the 
amount of $200,000 invested, should be allowed as a deduc- 
tion under Section 234 (a) (4) of the 1918 Act, the tax- 
payer going out of business on July 1, 1919, and prohibition 
destroying taxpayer’s chance to recover any of its invest- 


. ment by a sale to some other dealer. Supreme Court deci- 


sions denying obsolescence deductions are held not to 
preclude loss deductions.—District Court of the United States, 
Western District of Kentucky, in Paul Jones & Co. v. Rob- 
ert H. Lucas, Collector. No. 1049. 


Ordinary Profits on Sale of Stock Distinguished from 
Capital Gain under Acts of 1921 and 1924.—Profits from the 
sale of stock on a contract dated November, 1920 were held 
not taxable as capital gain under the 1921 and 1924 Acts, 
the sale having been “consummated” within the meaning 
of the capital gain sections of those Acts when the title 
passed in 1920, even though payment on the installment 
basis was not completed until after December 31, 1921.— 
United States Circuit Court of Appeals, Third Circuit, in 
Howard N. Eavenson v. Commissioner of Internal Revenue. 
No. 4555. March term, 1931. Decision of Board of Tax 
Appeals, 20 BTA 238, affirmed. 


Patents, Depreciation of.—An invention acquired for $1 
in 1911 by a corporation by assignment and a patent appli- 
cation thereon made in 1911 were property subject to de- 
preciation deductions in 1920 and 1921 based on the March 
1, 1913, value spread over the 17-year life of the patent, 
starting with 1918, the date of issuance.—United States 
Circuit Court of Appeals, Seventh Circuit, in Commissioner 
of Internal Revenue v. Stephens—Adamson Manufacturing 
Company. No. 4413. Oct. term, Apr. session, 1931. Deci- 
sion of Board of Tax Appeals, 16 BTA 41, affirmed. 


Special Assessment Payments for Improvements to Ren- 
tal Property, Deductions for.—Special assessment payments 
for the construction and upkeep of municipal pavements, 
sidewalks, gutters, and sewers adjacent to rental property 
owned by the taxpayer may not be recovered through 
annual deductions measured by depreciation—United States 
Circuit Court of Appeals, Eighth Circuit, in F. M. Hubbell 
Son & Co., Inc. v. David Burnet, Commissioner. No. 9064, 
May term, 1931. Decision of Board of Tax Appeals, 19 
BTA 612, affirmed. 


Stock Dividend Distinguished from Cash Dividend.— 
Dividends declared and paid by check in 1917 were held to 
be stock and not cash dividends, where the dividend checks 
were issued in accordance with a voluntary agreement 
among the chief stockholders by which the. checks were 
endorsed back to the corporation which then issued its 
stock to the stockholders in approximately the full amount 
of the checks.—United States Circuit Court of Appeals, 
Third Circuit, in William H. Jackson v. Commissioner; 
Edwin W. Crellin v. Commissioner; Amy H. Crellin vw. Com- 
misstoner. Nos. 4325, 4329 and 4330, March term, 1931. De- 
cision of Board of Tax Appeals, 12 BTA 234, reversed. 


Tax Evasion.—Judgment and sentence of trial court coy- 
ering conviction for failure to make income tax returns and 
to pay income taxes for 1922 to 1925, for concealment of 
assets in connection with an offer in compromise, and for 
attempting to evade the payment of income taxes is affirmed 
on all but one count, the trial court being reversed as to 
judgment and conviction for concealment of assets in con- 
nection with an offer in compromise, Section 616 of the 
1928 Act being held applicable only to persons who make 
an offer of compromise after its passage—United States 
Circuit Court of Appeals, Seventh Circuit, in Ralph J. Capone 
v. United States of America. No. 4457. Oct. term, Apr. 
session, 1931. 


Transferees, Taxation of.—Section 316 of the 1926 Act, 
providing that the Commissioner may proceed directly 
against the transferee of a decedent donor for the donor’s 
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Saving Taxes 
in Drafting 
Wills and Trusts 


By 
J. J. ROBINSON | 
Tax Counsel, Chicago Title and Trust Company 






“The practical experience of the author, as tax 
counsel for a large trust company, is well reflected 
in the practical attitude and outlook which char- 


acterizes the book.” 
ILLINOIS LAI REVIEW 





















This work, of an intensely practical nature, 
is designed as an aid to lawyers and trust 
officers in drawing or examining wills and 
trust instruments with the view of mini- 
mizing inheritance, estate and income taxes 
for estates and beneficiaries. 


It sets forth the important tax. questions 
involved in wills and in the various kinds 
of trust instruments, together with author- 
ities, and presents practical suggestions for 
tax savings gained by research and the au- 
thor’s experience. 


The important subject of reservation is 
given particular attention, including such 
questions as: 


—of the right to revoke the trust 

—of the right to withdraw limited amount of 
principal on demand 

—of the right to amend but not to withdraw 
principal 

—of the right to change beneficiaries 

—of the right to annuity during life 

—of the right to entire income during life 

—of the right to part of the income during life 

—of the right to a life estate in real property 

—of the right to a possible reversionary interest 
in the income 

—of the right to a possible reversionary interest 

in the corpus , 

—of the right to supervise trust investments 

—of the right to require trustee to execute proxies 

—of the right to vote stock held in trust 

—of the right to control the making of leases by 
the trustee 

—of the right to appoint successor trustees 

—of the right to the income if personal income 
falls below a certain amount 

—of the right to manage the trust fund. 


The time to protect estates and beneficiaries 
against excessive taxes is when the 
instrument is drawn 
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unpaid taxes, is held not unconstitutional, on the authority 
of Phillips v. Commissioner, 51 S. Ct. 608. 

Petitioner’s contention that proceeding against the dis- 
tributee, or transferee, was precluded, without first having 
exhausted civil remedy against the estate is held to be with- 
out merit, inasmuch as when the tax was determined, the 
estate had been distributed, execution would have been 
fruitless. “The petitioner, as distributee, held the property 
in trust until the revenue claims were satisfied, and the 
Government’s claim followed the res.” 

Allowance of a claim in abatement of an estate tax by 
the Commissioner does not preclude him from reconsider- 
ing and making a redetermination of the tax, provided he 
does so within the statutory period prescribed for determi- 
nation and assessment. 

Transferee liability was not barred by the statute of limi- 
tations, where the decedent transferor died August 1, 1921; 
where assessment was timely made; and where the pro- 
posed assessment letter to the transferee was mailed to the 
transferee on February 14, 1927, within one year after 
expiration of the period for assessment against the trans- 
feror, pursuant to Section 316 of the 1926 Act.—United 
States Circuit Court of Appeals, Ninth Circuit, in Lulu Vance 
Baumgartner v. Commissioner of Internal Revenue. No. 6379. 
Decision of the Board of Tax Appeals, 21 BTA 623, 
affirmed. 

Waivers.—Collection and assessment of 1918 taxes are 
not barred where two waivers were executed by the tax- 
payer, one, dated January 9, 1924, effective for one year 
from date and the other, dated January 19, 1924, effective 
for one year after expiration of the statutory limitation 
period or the statutory period as extended by any waivers 
already on file, the court holding that the two waivers 
should be construed together. 

Notice of acceptance is not essential to the validity of a 
waiver. 

Waivers may not be held invalid because made in con- 
sideration of the hearing of an appeal which the Commis- 
sioner later refused to hear, waivers not being contracts 
and no consideration being necessary to support them, and 
no condition being shown to be attached to the waiver. 

The burden of proof as to validity of waivers being on 
the Commissioner, the proof is held sufficient to make a 
prima facie case as to the receipt of the first waiver at the 
time the second waiver was executed. 

Commissioner’s signature On waivers is presumed to be 
made by him or with his authority—United States Circuit 
Court of Appeals, Eighth Circuit, in Stern Brothers & Co. 
v. David Burnet, Commissioner of Internal Revenue. No. 9046. 
May term, 1931. Decision of Board of Tax Appeals, 17 
BTA 848, affirmed. 


Recent Developments in the Law 
of Inheritance Taxation 
(Continued from page 327) 


domicile of the decedent. This automatically elim- 
inates the need for reciprocity as to a number of 
intangibles, but inasmuch as the decisions did not 
specifically include corporate stock there still re- 
mains the necessity of considering reciprocity as to 
corporate stock, which forms no inconsiderable part 
of the intangible wealth of the United States. 

Nebraska adopted a reciprocal exemption provi- 
sion, effective August 3, 1931,°* providing that stock 
or loans of a nonresident decedent shall not be sub- 
ject to the tax imposed “if like exemption is made 
by the laws of the state or country of the decedent’s 
residence in favor of residents of this State (Ne- 
braska).” 

North Dakota also enacted a reciprocal exemption 
provision, effective July 1, 1931,°* relating specifi- 
cally to shares of stock of domestic corporations and 





37 Senate Bill No. 246, approved April 29, 1931. 
3 House Bill No. 230, approved March 10, 1931. 
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providing that no tax will be levied on such securi- 
ties if, by the law of the state of decedent’s resi- 
dence at the date of his death, either no inheritance 
tax is imposed on intangible personal property of 
nonresident decedents or a like exemption is made 
for residents of North Dakota. 


This action on the part of North Dakota and 
Nebraska removes those two states from the list 
of so-called non-reciprocal States. Florida failed 
to provide for reciprocity in its general inheritance 
and estate tax act, but subsequently, in a special 
session, enacted a reciprocity provision retroactive 
to May 16, 1931. Thus we have the line up of non- 
reciprocal states including only Arizona, Kansas, 
Kentucky, Louisiana, Montana, South Dakota and 
Utah. 

It is interesting to note that several bills were 
introduced in Wisconsin to repeal the reciprocity 
provision in that state, but none of the bills suc- 
ceeded in passing. 


Significant Decisions of the Board 
of Tax Appeals 


Basis of Cost of Property Received in Reorganization.— 
Where partners sell the assets of a partnership to a cor- 
poration and receive in payment therefor the common 
stock of the corporation and are immediately in control of 
more than 80 per cent of all the outstanding voting stock 
of such corporation, and there was no preferred stock 
outstanding at that time, the basis of cost of such assets 
to the corporation in determining the profit on a subse- 
quent sale of such assets, is their cost to the partnership 
from which the purchase was made. Commissioner’s de- 
termination sustained.—Paradox Land & Transport Com- 
pany v. Commissioner. Dec. 7118 [CCH], Docket No. 40211. 


Building and Loan Associations, Income from—Tax Lia- 
bility—Amount in excess of subscription payments made 
by petitioner to a building and loan association, paid to 
petitioner upon completion of its subscription payments 
and withdrawal thereof, held to be dividends, and excluded 
from petitioner’s taxable income under the provisions of 
Section 234 (a) of the Revenue Act of 1924. Case held to 
be controlled by the decision of the United States Supreme 
Court in Cary, Collector v. The Savings Union, 22 Wall. 38 
and by the cases of Doan Savings & Loan Co., 12 BTA 772, 
and Guaranty State Savings & Loan Co., 14 BTA 72.—Aaron 
Ward & Sons v. Commissioner. Dec. 7129 [CCH], Docket 
No. 31568. 


Federal Estate Tax.—Where decedent purchased certain 
property and caused the title to be transferred directly to 
his wife as a gift, and this property was subsequently trans- 
ferred by the wife, through a third person, to decedent and 
his wife as tenants by the entirety, such property does not 
fall within the exception contained in Section 302(e) of the 
Revenue Act of 1924 and should be included in the gross 
taxable estate of decedent.—Elizabeth F. Bowditch, Execu- 
trix under the Will of Frederick C. Bowditch v. Commissioner. 
—Dec. 7127 [CCH], Docket No. 38105. 

Decedent, contemporaneously with the execution of his 
will leaving his estate to another, agreed to provide a trust 
fund for his daughter, either in his lifetime or after his 
death, in consideration of her promise to accept the agrec- 
ment in full satisfaction of all claims, legal, moral and sen- 
timental, growing out of her relationship to him, and to 
make no further claim or demand whatsoever against him 
or his estate, and not to contest any will theretofore or 
thereafter made by him. The decedent did not during his 
lifetime pay in trust any part of the amount mentioned in 
the agreement, and, after his death, his executrix made a 
payment directly to the daughter and claims the deduction 
thereof in determining the net estate. Held, (assuming 
that, by virtue of the contract, there was a claim against 
the estate, and without questioning the bona fides of the 














Sep 


tran 
port 
thou 
of t 
erat 
mor 
men 

P 
of ¢ 
whi 
dec 
cede 
Est 
[CC 
deci 

P 
wer 
der 
pan 
fror 
ord, 
bek 
Sun 
Alb. 
Doc 

P 
Wh 
the 
to % 
pay 
plac 
sale 


[CC 
R 


for 
trat 
whi 
acc 
to < 
the 
tral 
“su 
acc 
203 
Cor 
412 





re 
ity 
1c- 


him 
e or 
r his 
din 
de a 
tion 
ning 
zinst 
the 





transaction or the sufficiency of the consideration to sup- 
port the contract as a matter of law) that the transfer, 
though pursuant to a contract made during the lifetime 
of the decedent, is still testamentary and that the consid- 
eration was in essence a promise to refrain from claiming 
more, and was not in money’s worth within the require- 
ment of Sec. 303(a)(1), Revenue Act of 1924. 

Proceeds in excess of $40,000 of insurance on the life 
of decedent payable to beneficiaries other than the estate 
which, so far as the record shows, may be subject to the 
decedent’s right to change the beneficiaries are within de- 
cedent’s gross estate.—Lillian T. Latty, Executrix of the 
Estate of S. D. Latty, Deceased, v. Commissioner. Dec. 7123 
[CCH], Docket No. 40484. Van Fossan dissented from this 
decision. 

Partnership Income.—Petitioner, his wife and daughter 
were residents of Michigan, and conducted a business un- 
der the name of the American Metal Weatherstrip Com- 
pany. The respondent determined that all of the income 
from this business belonged to petitioner. Upon the rec- 
ord, held, that one-third of the income of such business 
belonged to the wife and one-third to the daughter. L. F. 
Sunlin, Dec. 2440, 6 BTA 1232, and other cases, followed.— 
Albert T. Dickinson v. Commissioner, Dec. 7115 [CCH], 
Docket Nos. 3015, 43176. 


Property Sales—Basis for Computing Gain or Loss.— 
Where a taxpayer on an accrual basis sold property in 1926, 
the profit from the sale must be computed without regard 
to an agreement made in a later year by which the tax- 
payer took back some of the property and to some extent 
placed the purchaser in the position he was in before the 
sale.-—Ripley Realty Company v. Commissioner. Dec. 7120 
[CCH], Docket No. 46674. 

Reorganizations—Tax Liability.—In entering into a plan 
for the combination of several corporations, petitioner 
transferred all of its property to one of the companies 
which immediately transferred back to petitioner all of its 
accounts and bills receivable. Such receivables amounted 
to about 32 per cent of all of petitioner’s assets. Held that 
there was no actual transfer of the receivables; that the 
transfer of the remaining 68 per cent did not constitute 
“substantially all of its properties,’’ and the transaction is 
accordingly not a non-taxable reorganization under Section 
203 (h) (1) of the Revenue Act of 1926.— Artic Ice Machine 
Company v. Commissioner. Dec. 7117 [CCH], Docket No. 
41289. 

Where, upon reorganization, merger and consolidation 
of one corporation with another, a stockholder in the ab- 
sorbed corporation receives one-half share of stock, and 
$45 in cash for each share of stock held in the absorbed 
corporation, such cash payment being substantially equal 
to the stockholder’s pro rata share in the surplus of ‘said 
corporation, the cash payment has the effect of a distribu- 
tion of a taxable dividend under Section 203 (d) (2) of the 
Revenue Act of 1926. Such a payment is not taxable as a 
capital gain —George Woodward v. Commissioner. Dec. 7125 
[CCH], Docket No. 42279. 


Statute of Limitations—Waivers.—1. A waiver entered 
into between the parties after the period of limitation had 
expired and subsequently to the passage of the Revenue 
Act of 1926 and prior to the Revenue Act of 1928, is ineffec- 
tive, since section 1106 of that Act extinguished both the 
right and the remedy. Steiner Manufacturing Co., Dec. 5741, 
18 BTA 740; United States Refractories Corporation, Dec. 
7055, 23 BTA 872 followed. 

2. Where taxes were assessed before June 2, 1924, claims 
in abatement filed, collection stayed and payment of part 
of the amount assessed made within one year after the 
Revenue Act of 1928 was enacted, held, that Section 611 of 
the Revenue Act of 1928 bars the recovery by the taxpayer 
of the amount so paid. Graham v. Goodcell, 51 S. Ct. 186. 

3. Where the period for collection of unpaid taxes for 
the fiscal year 1920 and the period ending December 31, 
1920, which had been timely .assessed expired while the 
Revenue Act of 1926 was in effect, and a waiver further 
extending the time for collection was executed after the 
enactment of the Revenue Act of 1928 and before January 
1, 1929, it is held that the effect of such waiver under Sec- 
tion 506 of the Revenue Act of 1928 is to remove the bar 
laid down by the Revenue Act of 1926 and permit subse- 
quent collection, within the time as extended by the waiver. 
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BUNN PACKAGE TYING MACHINE 


Ties rapidly and securely any package such as Mail, 
Parcels Post, Wrapped Packages, Boxes, Fabrics, 
Printed Matter, etc. Write for folder. 


B. H. BUNN COMPANY 
Vincennes Ave. at 76th St., Chicago 
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Here Is The Hotel 
nearest to the Merchandise Mart and the whole- 
sale district . . . on La Salle Street, the financial 
center . . . in the theatre district, two blocks from 
the new Opera House . . . and close to the State 
Street stores. 

Large, light rooms . . . super-comfort beds . 
soft water for your bath . . . silent mail signals in 
each room . . . four distinctive dining rooms and 
coffee shop, all artificially cooled . . . nationally 
known for Good Food. 


Rooms, $2.50 up. 
With Bath, $3.50 up. 


Write for booklet with downtown map. 


BISM 


HOTEL CH 


Randolph at La Salle 
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F. A. Gillespie, Dec. 6379, 20 BTA 1068 followed.—Knight- 
Campbell Music Co., et al., v. Commissioner. Dec. 7119 
[CCH], Docket Nos. 3536, 36934, 37943 and 41944. 

Transferees—Tax Liability—Where the transferee cor- 
poration purchased all of the assets of the transferor cor- 
poration, and which assets had a net value in excess of the 
liabilities assumed, and the taxes due, and paid therefor 
stock of the transfe ree, which was issued and paid directly 
to the stockholders of the transferor, leaving the transferor 
without assets, the transferee is liable for taxes legally due. 
—Magnolia Window Glass Company v. Commissioner. Dec. 
7121 [CCH], Docket No. 21773. 


Amendments of Regulations 


RTICLE 251, Regulations 74, relating to charges 

to capital and to expenses in the case of timber 
property, has been amended to read as follows: 

Art. 251. Charges to capital and to expenses in the 
case of timber.—In the case of a timber property, all expen- 
ditures for administration, protection, and other carrying 
charges shall be charged to expense if paid or incurred, as 
the case may be, on or after August 6, 1931, regardless of 
whether. the taxpayer has substantial income from the 
property or from other sources. Where the taxpayer lias 
under applicable regulations charged to capital account 
carrying charges paid or incurred, as the case may be, 
prior to August 6, 1931, in respect of timber property held 
for future operation, such carrying charges will be regarded 
as items properly chargeable to capital account for the 
purpose of making proper adjustment to the cost or other 
basis of the property. (See Article 561.) In the case of 
timber operations all expenditures for plants, improve- 
ments, and equipment shall be charged to capital account 
for purposes of depreciation.—T. D. 4320: X-33-5171 (p. 4). 

Computation of Gain or Loss 

Article 561, Regulations 74, which interprets the 
statutory rule for computation of gain or loss as ex- 
pressed in Section 111, Revenue Act of 1928, has 
been amended by the elimination of the third and 
fourth sentences of the second paragraph thereof, 
and the substitution of two sentences reading as 
follows: 

In computing the amount of gain or loss, however, the 
cost or other basis of the property shall be properly ad- 
justed for any expenditure, receipt, loss, or other item 
properly chargeable to capital account, including the cost 
of improvements and betterments made to the property 
since the basic date. Carrying charges, such as interest 
and taxes on unproductive property, may not be treated 
as items properly chargeable to capital account, except in 
the case of carrying charges paid or incurred, as the case 
may be, prior to August 6, 1931, by a taxpayer who did 
not elect to deduct carrying charges in computing net 


income and did not use such charges in determining his 
liability for filing returns of income. 


Old Colony Railroad en 


Bond Premiums Income? 
(Continued from page 321) 
the lease, the bond premiums would have to be re- 
flected in net income. 

The bonds involved in this case were all issued 
after the Old Colony’s property was leased to the 
New Haven, and presumably were issued in accord- 
ance with the terms of the contract of lease. Under 
that contract, the New Haven, as lessee, is entitled 
to use the credit of the Old Colony. When, at the 
request of the New Haven, the Old Colony issues 
its bonds, the entire proceeds, including any pre- 
miums, are taken by the New Haven and applied 
either in refunding maturing indebtedness of the 
Old Colony or in financing permanent improvements 
to its property. In neither case does the Old Col- 
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ony obtain dominion or control of the premium. In 
neither case does the Old Colony obtain any present 
benefit. 

It is of no importance ‘ities to the Old Colony 
or the New Haven whether the bonds are issued at 
par, at a discount or at a~premium. If the New 
Haven has spent $110,000 in permanent improve- 
ments on the Old Colony and wishes to: reimburse 
its treasury, it is of little consequence to either it 
or the Old Colony whether these improvements are 
paid for by one hundred and ten $1,000 bonds issued 
at par or by one hundred $1,000 bonds issued at an 
interest rate which will allow the bonds to be sold 
at 110. In either case the additional rental which 
the New Haven will pay the Old Colony for the 
use of these improvements will be the same, since 
that rental will be measured by the amount of in- 
terest which will have to be paid by the Old Colony 
for the use of that $110,000. It is clear, therefore, 
that, under the peculiar facts of the Old Colony case, 
where the New Haven reimburses the Old Colony 
for the exact cost of the money, there is no distor- 
tion of net income by not pro-rating the premium. 
If it be claimed that the Old Colony’s interest deduc- 
tions are larger when its bonds are issued at a pre- 
mium, it can be answered that its rental income 
each year is correspondingly increased. ‘True it is, 
when one hundred $1,000 bonds are issued at 110, 
that the Old Colony has financed $110,000 of im- 
provements and assumed a capital obligation to its 
Sondholders of only $100,000. This wquld, as a 
matter of first impression, seem to involve a gain 
of $10,000. But it must be remembered that the 
Old Colony has leased those. improvements until 
1992. By that time they may have a value of 
$200,000, but it is equally as likely that they may 
then be worth only $50,000. In the latter case, since 
there will be $100,000 of indebtedness outstanding 
against them, the Old Colony, far from realizing a 
gain on the issue of bonds at a premium, will have 
sustained a loss of $50,000 on the entire transaction. 
And the possibility that by issuing $100,000 par 
value of bonds the Old Colony may in 1992 receive 
property worth $110,000 or $150,000, is not the 
equivalent of income at the time the bonds are issued. 
(Compare, in this connection, the Board’s decision 
on another but analagous issue in the Old Colony 
1921 case.**) Furthermore, even assuming the issue 
of bonds at a premium does result in a gain to the 
Old Colony, it would seem that such gain does not 
accrue ratably over the life of the bonds, but, if not 
income at the end of the lease, is income in the year 
the bonds are issued. If the Old Colony realizes 
any gain or income in the year it issues bonds at a 
premium, such gain is not received in the form of 
cash, as in the case of an operating company, but 
partakes of the nature of a bonus or advance rental, 
paid in property. It is very doubtful that there is 
any rule of income-tax law which requires a lessor 
to “spread a bonus over the term of the lease, even 
if it is on the accrual basis. It would seem to be 
income when received. 

The Government, in both the 1920 and 1921 cases, 
relied on Galatoire Bros. v. Lines,** in support of its 
claim for amortization of the premium. In that 


4 Note 13, sup 
% 23 Fed. ixdy “676 (1928). 
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case the taxpayer was the lessee of a building for 
the term of 45 months commencing January 1, 1917. 
The rental which it agreed to pay was $250 a month 
plus one-half of the profits for the year 1917 from 
the operation of the premises as a restaurant, and 
board for the lessor and his family for the year 1917. 
The agreed value of the meals furnished was $2,736 
and one-half the profits for 1917 amounted to 
$16,971.63. Thus the lessee paid approximately 
$23,000 for the year 1917 and $3,000 for 1918 and 
1919. The question was whether it was entitled to 
deduct the entire amount paid in 1917 as profits and 
meals, or only 12/45ths thereof. The court held, 
in effect, that the lessee had purchased a term for 
45 months by the payment of $23,000 and that the 
regulations which required this to be spread ratably 
over the term were valid. But the Old Colony’s 
situation is comparable, not to the taxpayer in the 
Galatoire case, but to the lessor in that case. The 
lessee, Galatoire Bros., purchased a capital asset sub- 
ject to exhaustion, but the lessor, Jean Galatoire, 
was in receipt of a bonus which was taxable to him 
in its entirety in the year 1917. (Compare Nelson 
Land & Oil Co., 3 BTA 315; Boston & Providence 
Railroad Corporation, 23 BTA 1135, decided July 
14, 1931.) 
Conclusion 


It would seem that the Old Colony 1921 decision 
is erroneous both in its reasoning and in the result. 
It would appear also that the Board of Tax Appeals 
is right im the Fall River case, unless, as a matter 
of constitutional law, the bond premium can not be 
pro-rated over the life of the bonds but must be 
taxed in the year of sale. 


Rulings of the Bureau of Internal Revenue 


Accounting Methods.—Under the plan outlined in the 
instant case, where a sale of an automobile is made on a 
credit basis the purchaser executes a note or notes for the 
deferred payments, including a service charge. The notes 
are indorsed by the dealer and turned over to the finance 
company, which then remits to the dealer the unpaid por- 
tion of the selling price but not including the service 
charge. The finance company maintains a reserve account 
and upon taking over such notes credits the dealer therein 
with a portion of the service charge, which is to be paid to 
the dealer on complete payment of the notes. 

The credit thus given by the finance company to the 
dealer is properly to be included and taken up as income 
on the accrual basis of accounting when the credit is made 
in favor of the dealer by the finance company.—G. C. M 
9571:X-32-5162 (p. 2). 

Consolidated Net Income of Affiliated Corporations.— 
(1) There may be no deduction under Section 23, Merchant 
Marine Act, unless the amount claimed as a deduction is 
represented in taxable net income as computed under the 
Revenue Act of 1918. (2) Where transportation is but one 
of a series of transactions with goods, a proper part of the 
gain realized or loss sustained during the taxable year 1920 
from the entire series of transactions may be attributed to 
the transportation—in every case, however, as respects the 
transported goods, the income realized or the loss sus- 
tained is only tliat properly brought into the tax account 
(taxable net income under the Revenue Act of 1918) for 
the taxable year 1920 (whether the amount thereof results 
from an inventory loss involving transported goods, gain 
or loss upon the disposition of the goods transported, or 
otherwise). General Counsel’s Memorandum 6223 (C. B. 
VITI-2, 334) modified.—G. C. M. 9537:X-31-5159 (p. 10). 


Corporate Bonds, Sale and Retirement of.—Upon con- 
version of a corporation’s bonds into its capital stock, 






THE TAX MAGAZINE 345 


no deduction is allowable on account of bond discount 
then remaining unamortized. Any original bond expense 
then unamortized is to be treated as a capital cost in 
connection with the issuance of the stock.—G. C. M. 9674: 
X-34-5182 (p. 8). 

Dividends—Rights to Purchase Stock.—Dividends in the 
form of rights to purchase stock of other corporations, 
evidenced by purchase certificates, should be valued for 
income tax purposes as of the date set for determining 


the stockholders entitled to the rights—I. T. 2586: 
X-34-5180 (p. 2). 


Earned Income.—In view of Mimeograph 3802 (C. B. 
IX-1, 121) and the decision of the Board of Tax Appeals 
in the case of Percy A. Yalden (20 B. T. A., 372; acqui- 
escence Bulletin X-4, 1), Solicitor’s Memorandum 4088 
(C. B. I'V-2,. 26), holding that the profits resulting from 
the labors of assistants in an accounting partnership are 
not to be regarded as compensation received for personal 
services actually rendered by the partners, and hence do 
not constitute earned income within the meaning of Section 
209 of the Revenue Act of 1924, where it appears that the 
work of the assistants is subject only to perfunctory ap- 
proval by the partners, is revoked in so far as it is in con- 
flict with Mimeograph 3802.—G. C. M. 9716:X-32-5164. 


Farmers’ Cooperative Marketing Associations.—Mimeo- 
graph, 3886, X-30-5150 (p. 3), is a lengthy interpretation of 
the provisions of the income tax-aw relating to the exemp- 
tion of farmers’ and other cooperative marketing and pur- 
chasing associations. A portion of the text of the ruling 
follows: 

“* * * if products are marketed for nonmember pro- 
ducers the proceeds of the sales, less necessary operating 
expenses, must be returned to the patrons from the sale 
of whose goods such proceeds result, whether or not such 
patrons are members of the association. Therefore, a 
cooperative marketing association may not, without losing 
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its exempt status, make a profit in the business transacted 
with nonmember patrons and divert the proceeds of such 
business from the patrons entitled thereto. However, where 
a cooperative marketing assotiation has otherwise complied 
with the provisions of the statute respecting exemption, but 
defers the payment of patronage dividends to nonmem- 
bers, exemption will not be denied— 


1. Where the by-laws of the association provide that 
patronage dividends, by whatever name known, are pay- 
able to members and nonmembers alike, and a general 
reserve is set up for the payment of patronage dividends 
to nonmembers. 


2. Where the by-laws provide for the payment of pat- 


ronage dividends to members but are silent as to the pay- 
ment of patronage dividends to nonmembers, and a specific 
credit to the individual account of each nonmember is set 
up on the books of the association. 


3. Where the by-laws are silent as to the payment of 
patronage dividends to either members and/or nonmembers, 
but the evidence submitted shows that it has been the con- 
sistent practice of the association to make payment in 
cash or its equivalent of patronage dividends to members 
and nonmembers alike within a reasonable period after 
the expiration of the particular year involved. 


4. Where, under the circumstances stated in 1, 2, and 3, 
above, patronage dividends are not payable until the non- 
member becomes a member of the association, either 
through the payment of the required amount in cash or 
the accumulation of dividends in an amount equal to the 
purchase price of a share of stock or membership.” 


Inventories, Use by Private Traders in Securities—A 
taxpayer who buys and sells securities for his own account 
exclusively for investment or speculation is not entitled 
to the classification of “dealer in securities,” regardless of 
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the fact that he maintains an office and office force. He is, 
therefore, precluded from the use of inventories in com- 
puting his net income.—G. C. M.:X-33-5170 (p. 2). 


Lien for Taxes.—The act of June 15, 1931, enacted by the 
Legislature of Florida, can not be regarded as coming 
within the purview of Section 3186, Revised Statutes, as 
amended by Section 613 of the Revenue Act of 1928, and 
is, therefore, not such legislation as authorizes or requires 
the collector of internal revenue to file notices of Federal 
tax liens with clerks of circuit courts in the State of Flor- 
ida in order to make such liens valid as against mortgagees, 
purchasers, and judgment creditors.—G. C. M. 9710:X-32- 
5163 (p. 5). 

Losses in Connection with Sale and Repurchase of Secu- 
rities—In 1930 the taxpayer sold shares of Class A stock 
of a corporation and within 30 days after the date of sale 
purchased a like number of shares of common stock of the 
same corporation. This common stock has voting power 
while the Class A stock is nonvoting. 

The common stock in this instance did not constitute 
substantially identical property within the meaning of Sec- 
tion 118 of the Revenue Act of 1928.—I. T. 2585:X-33-5173 
(p:: S). 


Transfers in Trust, Property Acquired by.—Where the 
right of revocation is vested in the joint grantors as a 
unit and/or in the survivor of them, the death of one of 
the joint grantors does not effect any change in the title 
to the corpus or the property. The trust continues as a 
revocable trust with B, one of the joint grantors and the 
surviving beneficiary, retaining the right to revoke the trust 
at any time. The last sentence of Section 113(a)5 is not 
applicable to a sale by the trustee from the corpus, after the 
death of one of the joint grantors. The basis for deter- 
mining gain or loss is governed by Section 113(a)3.—I. pi 

2584:X-31-5156 (p. 2). 





Practical and Legal Aspects of 
Business Insurance Trusts 


(Continued from page 325) 


Some of the difficulties mentioned may be over- 
come by the execution of wills by all of the trustors, 
which may be executed immediately after the trust 
agreement is entered into and delivered to the trus- 
tee, and by proper provisions in an agreement be- 
tween the partners. The weakness of this solution 
is the possibility of revocation of one or more of the 
wills without the knowledge of either .the other 
trustors or the trustee and the omission in the new 
wills of specific mention of the trust agreement as a 
part of the testamentary purpose. 

It is a well accepted and generally adopted rule of 
law that if a will duly executed and witnessed ac- 
cording to statutory requirements incorporates into 
itself by reference any document or paper not so 
executed and witnessed, such document or paper, if 
it was in existence at the time of the execution of 
the will and is identified by satisfactory proof or 
accurate description, takes effect as a part of the will 
and is entitled to probate as such.*? 


It would appear that, if each of the trustors to a 
partnership liquidation trust agreement made a will 
specifically describing the trust agreement and 
therein directed his executor to sell the partnership 
interest immediately following the probate of the will 
and on the terms and conditions provided in the 
described agreement, the purpose of the trust could 
be promptly accomplished.*? Such a will should di- 





31 Estate of Plumel, 151 Cal. 77, 90 Pac. 192, 121 A. S. R. 100; Estate 
of Shillaber, 74 Cal. 144, 15 Pac. 453, 5 A. S. R. 433; 23 R. C. L. 112, 
sec. 64; 6 A= 2c Sup. 1704, sec. 64. 


32 California Code of Civil Pr ocedure, sections 1516, 1523, 1524, 











rect the executor to comply with the requirements 
of the trust agreement and authorize him to sell the 
partnership interest of the deceased and accept the 
agreed value as the worth of such interest, regardless 
of the appraised value, without liability.** Also, it 
should direct the executor to accept the consideration 
for the interest as provided in the trust agreement 
and to execute such releases or conveyances as are 
necessary to transmit the interest of the deceased 
to his surviving partners. The trust agreement 
should provide for the making of wills in such form 
as will make a binding agreement which may be en- 
forceable in equity on the failure of any of the trus- 
tors to comply with the testamentary requirement.** 

The success of rendering the trust effective by 
means of wills depends upon the co-operation of the 
partners.*° The payment of the money from the pol- 
icy of life insurance and the other specified consid- 
eration to the estate of the deceased is, in the opinion 
of the writer, indispensable, not only to make an 
effective transfer of the partnership interest by pro- 
bate sale, but, also, to avoid claims of creditors 
against the trustee. 

It is noticeable that but few forms of business in- 
surance trust agreements contain provisions requir- 
ing participation by the wives of the trustors through 
consents or waiver of community or dower rights in 
the partnership interest sought to be released. Such 
omissions are likely to produce serious results on the 
performance of a trust, if the widow of a deceased 
trustor renounces the will or the trust and elects 
to take under her statutory rights. The attempted 





33 California Code of Civil Procedure, section 1524. 

4% 28 R. C. L. page 64, section 7. 

® See Notes 43 A. L. R. 1020, 57 A. L. R. 607, re joint and mutual 
wills; Frazier v. Patterson, 243 Til. 80, 90 N. E. 216, 27 L. R. A. (N. S.) 
508 (note), 17 Ann. Cases 1003; Owens v. McNally, 113 Cal. 444, 45 Pac. 
710, 33 L. R. A. 369. 
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disposition by the husband may vest title, but it is 
subject to avoidance by the wife at her election.** 
It may be said that the majority of trust companies 
in California have long provided for waivers of com- 
munity interest by one form or another in cases of 
business insurance trusts. 


To make an effective partnership liquidation in- 
surance trust, it would appear that the following 
requirements should be met: 


1—There should be an agreement between the part- 
ners before any other step is taken. 


2—A trust agreement should be entered into be- 
tween the partners and the trustee, in which each 
partner obligates himself to purchase his propor- 
tionate share of a deceased partner’s interest through 
insurance and, if a greater consideration is required, 
additional cash or notes; each partner obligates him- 
self, his heirs and executors to sell his interest to 
the surviving partners on the terms provided in the 
agreement ; each partner agrees to make a will which 
directs his executor to dispose of his partnership in- 
terest in accordance with the terms of the trust 
agreement and give title therefor to the survivors. 
Also, the wives of the partners (excepting in those 
states where the wife would have no dower right in 
the partnership interest of her husband) should con- 
sent to the creation of the trust and approve of the 
disposal of the partnership interests as provided 
therein. 

3—The writing or assignment of the policies of 
life insurance to the trustee, describing the trust 
agreement and the trustee in such language as to 
prevent any uncertainty as to the beneficiary under 
the policies. Title to the policy of insurance and the 
absolute right to the proceeds thereof should be 
vested in the trustee, without limitation. 

4—The execution of wills making proper testa- 
mentary disposition of the interests of each of the 
partners, giving the executors named direction and 
authority to fulfill the requirements of the trust 
promptly and incorporating the trust agreement as 
a part of each will. Such wills should be delivered 
to the trustee. 


(Concluded in the October issue.) 


Business Books 


Catalogue of Foreign Works Pertaining to the Subject of 
Community Property, by Lloyd M. Robbins. 

For a number of years Mr. Robbins, a member of the 
San Francisco bar, has endeavored to interest the legal 
profession in a historical study of the origin, growth and 
importance of the community property system. In recog- 
nition of his fanfiliarty with literature on the subject, he 
was induced by Mr. John T. Vance, of the Congressional 
Library, Washington, D. C., to compile a catalogue of 
Spanish, Mexican, French and English works pertaining to 
community property. It is published in a neat booklet of 
24 pages. Mr. Robbins has about 100 copies that he will 
be pleased to distribute to those members of the profession 
who express a desire for them, upon receipt of stamped, 
self-addressed No. 10 envelope. Postage is 4 cents. Address 
Mr. Lloyd M. Robbins, Crocker Bldg., San Francisco, Calif. 





Full Value Real Estate Assessment as a Prerequisite to 
State Aid in New York, by Chester Baldwin Pond, Ph. D. 





36 Spreckels v. Spreckels, 172 Cal. 775, 781, 158 Pac. 537; Blethen v. 
Pacific Mutual Life Ins. Co., 198 Cal. 91, 100, 243 Pac. 431; Buehrle 
v. Buehrle, 291 Ill. 589, 126 N. E. 539; 9 R. C. L. page 583, section 27, 
page 603, section 44. 
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Published as a special report of the New York State Tax 
Commission. 

The gross injustice that results from assessment of 
property at varying percentages of full value, which ob- 
tains in all states where the general property tax is in 
effect, as well as New York, has resulted in agitation 
in some states for abolition of the tax and substitution of 
some form of levy that lends itself to fairer administration 
and to a nearer approach to taxation measured by ability 
to pay. 

The general property tax is a heritage of earlier days 
when a man’s taxable wealth was a close approximation 
to his tax paying ability, the author says. He points out, 
besides, that equitable assessment is extremely difficult and 
the functioning of the present assessment machinery is 
loaded down with serious imperfections, yet, withal, the tax 
is probably essential as a local source of revenue, and legal 
barriers and public inertia render abolition hardly a pos- 
sibility. 

Accepting the tax, therefore, as a necessary evil, Dr. 
Pond presents the results of his investigation as to its 
operation in various states as a background for conclusions 
as to the most practical means of mimimizing injustices 
that arise from its assessment. 

The principal recommendation made is the establishment 
of full value assessment by local assessors as a prerequisite 
to state aid for education, highways and other purposes. 
The intent is to remedy the injustice which now prevails 
in the taxation of real property by equalizing tax burdens 
under a program of full value assessment. 

By way of demonstrating the probabilities of success to 
be expected from the proposal, there is an interesting 
exposition of the results of the Federal Government’s 
enlistment of state cooperation in matters of general inter- 
est through the grant of funds conditioned upon definite 
requirements. Six outstanding forms of conditional Fed- 
eral aid which stimulate uniformity of action in a sphere 
where state authority is nominally supreme and legally 
unquestioned are examined. The six Federal subsidies 
considered are those for forest fire prevention, highways, 
education, hygiene of maternity and infancy, agricultural 
extension work and vocational education. Dr. Pond.also 
describes the results of various types of conditioned state- 
aid to subsidiary units. 

Taxpayers and tax students will find this report sur- 
prisingly interesting and stimulating. It is especially 
worth-while in providing what appears to be a practical 
means of ending the collection of the property tax “in a 
manner which is a travesty upon justice.” 


State and Local Taxation of Business Corporations. Na- 
tional Industrial Conference Board, New York, 1931. $2.50. 

In this volume the National Industrial Conference Board 
approaches the subject of taxation from a new point of 
view. It has heretofore made a number of studies of types 
of taxes, such as income, property, and sales taxes. Here 
the unit of treatment is not the tax but the taxpayer. A 
definite type consisting of manufacturing and mercantile 
corporations, here termed simply business corporations, 
is selected for study. The study reveals these corporations 
to be subject to a wide variety of taxes, property tax, 
franchise taxes, capital stock taxes, income taxes, license 
fees, and others. It is the purpose of the volume to show 
how each of these taxes is applied to the operations of 
business corpurations in the different states, and how each 
is modified in this special application. The picture un- 
folded is one of extreme diversity, which suggests also 
that these corporations are very differently burdened by 
taxation in different places. The very complexity of the 
taxes, however, precludes any mathematical estimate of 
such inequalities of tax burden. 

Cases on the Law of Taxation, by John McArthur 
Maguire and Roswell Magill, pp. 950. Commerce Clear- 
ing House, Inc. $7.00. 

This publication is intended primarily as a textbook for 
law students, but its usefulness is not limited to that 
purpose. 

Nearly 700 selected court decisions are quoted or cited 
to exemplify the various principles of law governing gen- 
eral property, excise, estate and inheritance, and income 
taxes. Emphasis is placed upon taxation as a specialized 
art or function of the lawyer. 














